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In this adversary proceeding, the plaintiff, Great American Insurance Companies (* Grest
American”), seeks a declaratory judgment determining that the bankruptcy estate of the Chapter 7

debtor, Tri-State Armored Services, Inc. (“ Tri-Stat€”), is not entitled to insurance coverage under the



crimeinsurance policies issued by the plaintiff to Tri-State prior to the filing of the bankruptcy petition.
Great American seeks rescisson of the policiesissued to Tri-State for the years 1999 and 2000 on the
ground of equitable fraud.! Inthe dternative, Great American relies upon contract exclusionsto seek a
declaratory judgment that Tri-State is not entitled to coverage. Because | conclude that the 1999 and
2000 policiesissued by Great American to Tri-State may be rescinded on this record, | need not reach

the contract excluson issues posed.

In his counterclaim, the Chapter 7 trustee charges Great American with exercisng bad faithin
the procedures Great American employed in investigating and ultimately denying the clams of the Tri-
State bankruptcy estate. The trustee asserts three causes of action in this regard, including breach of
the implied covenant of good faith and fair dealing, violation of the New Jersey Consumer Fraud Act,
N.J.S.A. §56:8-1 et seg., and breach of an dleged fiduciary duty owed by Great American to Tri-
State. Asexplained below, | conclude that none of these cauises may succeed in thiscase? The
trustee’ s quest for compensatory and punitive damages for fraudulent and/or negligent conced ment or

destruction of evidence must d<o fail on this record.

! In its complaint, Great American seeks rescisson of the policies issued to Tri-State for
the years 1997 through 2000. Because the Chapter 7 trustee now limits the claims of the bankruptcy
edtate to only those claims arising under the policies that Great American issued in 1999 and 2000,
Great American’s quest for rescission of the 1997 and 1998 policies may be dismissed without
prejudice.

2 Having determined that Great American is entitled to rescisson of the specific insurance
policies at issue herein, the trustee’' s request in his counterclaim for a declaratory judgment that
coverage exists (Count 1), and for damages based on breach of contract (Count 2), are also denied.
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Facts and Procedural History

Tri-State Armored Services, Inc., the debtor herein, was an armored car company in the
business of servicing automated teller machines (*ATMS’) owned primarily by banks and other financid
indtitutions. Tri-State operated in various states, including New Jersey, Pennsylvania, Maryland,
Virginiaand Connecticut. The company contracted directly with Diebold, Incorporated (“ Diebold”)
and NCR Corporation (“NCR”), who in turn contracted with financia ingtitutions to service their
ATMs. Although there was no direct contractua relationship between Tri-State and most bank

customers, the banks would routindy supply funds for their ATMs directly to Tri-State.

On or about October 20, 1997, Great American issued a comprehensive crime insurance
policy to Tri-State, wherein the insurer agreed, subject to the policy’ s terms and conditions, to
reimburse Tri-State for losses sustained by the insured caused by the fraud or dishonesty of its
employees. The policy was renewed by the insurer from year to year, including the year commencing

October 20, 2000. Tri-State terminated its operations on or about March 1, 2001.

Severd of theindividuas employed by the debtor, including William Mattin, Danid Feuker,

Barry Cheda, Joseph Fernandez and Nicholas Basile, engaged in extengve theft of money and
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property belonging to Tri-State's customers. In 2001, each of these individuds pled guilty to various

conspiracy, money laundering and tax evasion charges.

Tri-State filed a Chapter 7 bankruptcy petition on March 2, 2001. Thomas J. Subranni,

Esquire, was appointed as the Chapter 7 trustee.

On June 4, 2001, Great American filed this adversary proceeding, seeking a declaratory
judgment to rescind the insurance policy and to declare that Tri-State had no insurance coverage. The
trustee counterclamed, seeking a declaratory judgment against Great American establishing insurance
coverage, and for other relief. The trustee was joined in his counterclam by severa Intervenor
Defendants.® Following extensive pretrial proceedings, the matter was tried for seventeen (17) daysin

2003 and 2004, and hundreds of documents were marked into evidence.

Asisrdevant here to develop the factud background, | will review the operations of the

debtor’ s predecessor, Executive Cash Services, Inc. (¥ Executive Cash’), the operations of Tri-State,

and the circumstances surrounding Tri-Stat€' s insurance coverage with Great American.

A. Executive Cash Sarvices, Inc.

3 By my opinion dated March 13, 2002, | granted Grest American’s motion to dismiss
the counterclaims of the intervenor defendants, with the exception of the equitable estoppel claims of
Diebold, Inc., NCR Corporation and Palm Desert Nationa Bank. Great American was granted
summary judgment as to the remaining equitable estoppe claims by my opinion dated August 13, 2003.
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The predecessor of Tri-State, Executive Cash, was an armored car company owned by Daniel
Antolini. Aswith Tri-State, the primary business of Executive Cash was the servicing of ATMs. In
early 1997, Executive Cash contracted with CoreStates Bank to service about 500 of its ATM
machines. CoreStates became dissatisfied with the performance of Executive Cash, terminated the
contract around June 1997, and made a claim against Executive Cash for losses. Lloyds of London,

Executive Cash's insurer for such losses, gpparently denied coverage for the claim.*

During the summer of 1997, Antolini announced that he would close Executive Cash, but
offered to the employees of the company the opportunity to purchaseits assets. Five employees,
including William Mattin, Daniel Feuker, Barry Cheda and two others, determined to purchase the
assets. Tri-State Armored Car Services was incorporated on or about September 15, 1997, and
commenced operations on October 1, 1997. The settlement with Executive Cash took place on or

about October 21, 1997.5

4 The manner in which the CoreStates claim was resolved is not apparent on this record.
Thereis no indication that Tri-State, successor to Executive Cash, was charged with any liability in
connection with the claim. On February 19, 2004, Antolini was convicted of severa counts of wire
fraud in connection with money converted from Executive Cash accounts belonging in part to
CoreStates.

5 Tegtimony was offered by William Madonado, J., an employee first of Executive Cash
and then of Tri-State, that during the time Executive Cash was operating, Antolini, Mottin and Feuker
would remove cash from the cash vault, which contained only customer money. Moattin and others
denied that money was taken from the Executive Cash vault before the formation of Tri-State. In light
of my ruling herein, | need not resolve that factua dispute.
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B. Tri-State Armored Car Services, Inc.

Tri-State took over dl of the assets of Executive Cash, including the entire customer base.
Certain designated liahilities, such as vehicle loans, were assumed. Although new operating accounts
were opened in Tri-State’s name in October 1997, Tri-State continued to use the wire transfer account
formerly used by Executive Cash, into which cusomers would wire cash for ATM replenishment, until
December 1997, when Tri-State opened a new wire transfer account. The wire transfer account was
not reconciled prior to or after the settlement with Executive Cash.  Although financid statements of
Executive Cash were promised to be provided by Antolini, such statements were never produced. Tri-

State did not assume the Executive Cash liahility to CoreStates.

The new shareholders of Tri-State were Barry Cheda (26%), William A. Mattin (18%), Daniel
C. Feuker (18%), Thomas J. Thorton, |11 (18%) and Kenneth D. Bacan (20%).° All of the
shareholders of the corporation were aso directors and officers of the corporation. Mottin was

designated as president and treasurer, while Chedawas the chief executive officer and secretary.

From the inception of Tri-State in October 1997, Mottin was the manager, the operationa
head and the decison maker at Tri-State. Tri-State' s administrative headquarters were located in

Hammonton, New Jersey, where Mottin and Feuker were stationed. Feuker ran the armored car

6 The shares of Thorton and Bacan were later acquired by Cheda.

-8-



aspect of the operation, including the management of guards, drivers and trucks.

Although Cheda held the title of CEO, he was located in Ligonier, Pennsylvania and he did not
participate in the overall day-to-day operations of the company. Prior to the formation of Tri-State, he
had served as the Ligonier terminal manager for Executive Cash. He continued in thet role for Tri-State
until some time in 1998, when he resgned his position as a Tri-State officer, director and employee.
Tri-State agreed to purchase Cheda's stock in the company.” Tri-State also agreed to make lease
payments to Cheda as the landlord for the Ligonier facilities because he owned the real estate which
Tri-State occupied. Following his resignation, Cheda maintained an office on the Tri-State premisesin

Ligonier, and remained Tri-Stat€' s landlord in Ligonier.

From the commencement of Tri-State’' s business in October 1997 through on or about March
1, 2001, when Tri-State closed its doors and terminated operations, Tri-State never made a profit,
athough it grew to service 3,000 ATM machines, employed up to 200 people, and increased its annua
gross revenues from $2 million to $6 million. For the year ending December 31, 1998, the company

showed a book loss of $819,713.00 on its compiled financia statement. For 1999, the book loss

! The record contains severd versons of the agreement to purchase Cheda s stock. In
notes written by an employee of Tri-State’ s accounting firm, Tracey Heun Brennan & Co., on October
27,1998, it is reflected that Mottin rather than Tri-State purchased Cheda's Tri-State stock “and is
now 44% owner of the business.” Ancther verson of the transaction was offered by Mottin, who
testified that the agreement with Cheda contemplated that after Tri-State completed its |lease payments
to Cheda, Cheda s shares of stock in the company would revert back to Tri-State. The 1999 S
Corporation income tax returns of the company reflect that Mottin owns 82% of the stock, while
Feuker owns 18% of the stock.
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increased to $1,585,000.00. From the commencement of operations, operating expenses exceeded
income by approximately $70,000.00 per month. The company routingly commingled the funds of the
various financid ingtitutions which it serviced, both in its wire account and its cash vault. Funds

bel onging to one bank would routingly be used to service the ATMs of another bank.

According to the accounting report submitted on behaf of the Chapter 7 trustee, as of the
termination date of March 1, 2001, Tri-State customer claims ($54.6 million dollars) exceeded the
funds recovered by the trustee ($21.9 million dollars to date) by $32.7 million dollars. Of the $32.7
million dollars, approximately $12.4 million dollars of losses are identified as attributable to certain

categories of losses, while over $19 million dollars of losses are unexplained.

The identifiable lossesincurred by Tri-State and its customers during the three and a hdf years
of its operations may be divided into severd categories. (1) the conversion of customer funds for
operaing expenses and persond use firgt by William Mottin and Danid Feuker, and then by Nicholas
Badle and Joseph Fernandez; (2) miscellaneous incidents of theft and losses, and (3) misappropriations

by Barry Cheda

1 Conversion of Tri-State Customer Funds for Operating Expenses and Persond
Use

As noted above, Tri-State began to suffer |osses from the commencement of its operations.

Within a month of its formation, the company began to make unauthorized “borrowings’ from itswire
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account and cash vault to pay operating expenses, notwithstanding the fact that the money belonged
exclusively to customers, and was required to be used only to replenish ATM machines® While most
customers wired money directly into the Tri-State wire account or had cash delivered directly to the
Tri-State cash vault, severd customers provided replenishment funds by check, which should have
been deposited into the Tri-State wire account. Instead, the checks were deposited into Tri-State's

operating accounts.

The diverson of funds from Tri-State' s wire account and cash vault occurred at the direction of
Mottin and Feuker. The monies were utilized primarily for Tri-State operating expenses, athough
Feuker acknowledges using at least $75,000 of Tri-State’ s customer funds for personal expenses.
Some records were maintained of the monies withdrawn, with a designation of “due to vault™ or
“change’® appearing in the records. Some monies were returned to the vault and to the wire account,
respectively, over the course of Tri-State' s operation. Mottin acknowledged that the customers from
whom money was “borrowed” had no knowledge of such borrowings. He also acknowledged that at
firg, funds diverted from the wire transfer account and the cash vault to Tri-State' s operating accounts

were deposited in amounts of |ess than $10,000, to evade the requirement of completing a currency

8 On November 7, 1997, a $30,000 withdrawal of customer funds was made, followed
by a $50,000 withdrawa on November 15, 1997.

° Joanne Ricchi usad the designation of “due to vault” in the generd ledger accounting
system.

10 Michad Ricchi and William Madonado, Jr., both cash vault employees at Tri-State,
testified that when cash was removed from the vault, it was noted on the vault report as “ change.”
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transaction report at Tri-State’ s bank. According to Joanne Ricchi, the company’ s bookkeeper who
maintained the “due to vault” numbers, the amount of customer funds “due to vault” never exceeded $3
million dollars™* According to the accounting reports submitted to the Chapter 7 trustee,
goproximately $3.4 million dollars of customer funds were transferred from the Tri-State cash vault and
wire account and utilized for Tri-State operating expenses, including payroll, lease payments to Cheda,
payments to Antolini on account of the purchase price of Executive Cash assets, and other operating
expenses.’? In addition, approximately $315,000, including the $75,000 to Feuker, was kept for
persond use by Tri-Stat€' s employees. According to Mottin, who was in charge of al operations at
least through August 2000, he always intended to pay back the “borrowings’ from anticipated future

profits. In hisopinion, each borrowing was not a reportable loss, but rather “an interest-free loan.”

Tri-State' s accounting firm, Tracey Heun & Brennan, was aware that company employees
were “borrowing” customer funds to make payroll. The accountants advised againgt the practice, and
noted on one income tax return and one financid statement that there was an amount “due to vault”.
Subsequent statements did not contain that notation. Some time in the year 2000, at Mottin’s direction,
when direct negotiations ensued between Tri-State and First Union Bank to service Firg Union'sATM

machines, a new accounting firm was hired to produce financia statements that would not reference any

u As of December 31, 1998, the balance due to the vault was noted as $667,844. As of
December 31, 1999, that balance had grown to $2,069,958.

12 The $8.4 million dollars incorporates an amount of $640,500 which was paid back by
Tri-State to the Tri-State cash vault and/or wire account.
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“dueto vault” entry, and that would improve the presentation of Tri-State’ s financia posture to First

Union.

Key employees of Tri-State confirmed at trial that customer funds were routinely used for
operating expenses, and that cash shortagesin the vault were dso routine. Joanne Ricchi testified that
customer funds from the vaullt, the trangt account and the wire account were deposited into Tri-State's
operating account “quite frequently”. Michael Ricchi, the manager of the vaullt, tedtified that he
confronted Mottin and Feuker “many times’ to complain about the withdrawa of customer funds from
the vault. When he resigned in September 2000, Ricchi believed that the vault was missing $20 to $25
million. According to Cheda, he wastold by Mottin that Mottin was using as much as $260,000 of
customer funds each month to meet Tri-State expenses, and that Mottin had been using customer funds
to meet expenses “since day 1 when we bought the company.” Fueker, who often removed cash
himsdlf from the vault, dso confirmed Tri-State' s routine access to customer funds for operationd
expenses, and the resulting shortfals due to customers. Joseph Fernandez testified that after he became
director of client services in June 2000, he was made aware of substantial shortfalls to Summit Bank.
William Madanado, J., who worked in the cash vault and replaced Michadl Ricchi as manager in
September 2000, testified that there were persstent cash shortages “for years on end,” and that the
shortages would customarily be paid by Tri-State “with the customer’s money.” Madonado testified
that during the 2000-2001 time frame, the amount due to Summit Bank fluctuated between $6 million

and $30 million, and that he had shared thisinformation with his supervisors.
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During the summer of 2000, Tri-State came under investigation by federd authorities. Agents
from the Internd Revenue Service demanded production of Tri-State' s records, which Mottin turned
over. On or about August 31, 2000, Mottin stepped down as president of the company, dthough he
remained an employee of the company, with no adjustment in sdlary.®® He tetified that after
September 1, 2000, he spent most of histime servicing ATMs out of the company’s Maryland termindl,
athough he remained the key decison maker at the company and played a Sgnificant role in negotiating
with Firgt Union during the Fall of 2002 to contract directly with them to service their ATM machines.
In September 2000, other key employees, including Michael Ricchi, manager of the cash vault, and

David DeFebbo, the company’ s director of security, resigned.

After Mottin stepped down as president, Nicholas Basile and Joseph Fernandez took over.
Badle was hired by Tri-State during the summer of 1999 by Mottin. Basle is the godson of Mottin's
wife. Baslewasin hisearly 30s and had no experience with ATM operations prior to his employment
with Tri-State. Initidly, he performed human resources tasks. In September 2000, following Mottin's
resgnation, he became president of the company because he “drew the short straw” among the new
management team. When he became president, Basile had limited knowledge about the company, and
relied on Mottin, whom he consulted with on adaily bas's, and Fernandez, regarding most company-
related decisons. He testified about Mottin's continuing role in the company as follows:

Bill was alwaysthe presdent . . . . [H]e wasthe decison maker of the company . . .

13 Moattin testified that he continued to receive his regular paycheck after he stepped down
as president.
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[1]t was hiscompany . . .. [T]hedaily operations of who is coming and going early,
who can take a day off, you know, as a person to speak to the customers. . ., that was
kind of my role. But asfar asMr. Mattin, . . . it was his company, and | would dways
confer with him before really making any . . . mgor decisons. | mean, | wouldn't make
them on my own.

Joseph Fernandez started out with Executive Cash as adriver in 1995, served Tri-State in
various capacities, and became general manager of the company after Basile replaced Mottin as
president. Like Basle, Fernandez acknowledged that even after Mottin resigned as president as of
September 1, 2000, Mottin continued in hisrole as “the boss’. Neither Fernandez nor Basile were

ever shareholders of the debtor.

Both Basile and Fernandez admit that they took at least one check from the Tri-State wire
account, on or about February 21, 2001, which consisted entirely of customer funds. They each pled

guilty to federd chargesin connection with the conversion of customer funds.

In February 2001, Mottin, Basile and Fernandez redlized that the shortfdl in customer funds
amounted to millions of dollars and that Tri-State would not be able to repay the missng funds. At that

point, the decision was made to close the company.

During the last week of Tri-State€' s operations at the end of February 2001, the Situation at Tri-
State was described as chaotic. Various financid ingtitutions stopped sending money or called back

money previoudy wired in. Firgt Union froze its account and retrieved al of its cash. The cash from

-15-



the other Tri-State terminds, including Connecticut, Ligonier, Pennsylvania, and Maryland, was
retrieved and brought into the Hammonton termina, where a count was conducted. Upon the cessation

of operations, a Chapter 7 petition was filed on March 2, 2001.

2. Incidents of Theft and Loss.

David DeFebbo, director of security at Tri-State until he left around September 2000, testified
that cash shortages over $100 were frequent a Tri-State. With approximately 3,000 ATM machines
serviced each week, involving approximately $12 million per day, a daily reported shortage was
common, and very difficult to trace. According to DeFFebbo, shortages were attributable not only to
employee theft, but aso to alack of controls in the cash room, machine failure, human error and
accounting mistakes. The daily balance sheets of the financid ingtitutions whose ATMs were serviced
would be “forced balanced”, meaning that Tri-State would report to its customers that the daily balance

was accurate “ even though the money wasn't there.”

In his testimony, DeFFebbo described frequent instances when ATM customer funds were
missing from their ATM machines. When daims were made by afinancid inditution, Tri-State pad
them by taking money from another customer and turning it over to the customer who was making the
clam. In amemorandum from DeFebbo to Fernandez dated August 22, 2000, Defebbo described

“the larger losses’ heinvestigated over the lagt year, without resolution, including the following:
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1. March 1-5, 1999
Five Sovereign Bank ATM Machines
Loss of $60,000
2. October 8, 1999
Firg Union ATM, Newark Airport
Loss of $108,640
3. February 5, 2000
Heartland Bank, Garden State Mall, Paramus, New Jersey
Loss of $50,000
4, February 19, 2000

Firg Union ATM, Limerick, PA
Loss of $129,820

DeFebbo wrote in his memorandum that a particular Tri-State employee, Nieves, was
susgpected in connection with these losses. He al'so noted other smaller losses “that are extremely
difficult totrace. ... You canimagine how difficult it can be and how smdl dollars get away from us,
however, the small dollars mount up too!” According to the accountant’ s report submitted to the
Chapter 7 trustee, approximately $421,000 can be identified as missng ATM customer funds

atributable to various incidents.

Defebbo testified that in every case of reported loss, he investigated the circumstances and
aways notified law enforcement authorities. Mogt of the losses were not resolved with certainty. None
of the losses were reported to Grest American, ether directly, or on the annud applications for

renewd, or to Marshdl & Sterling ("M & S’), the insurance agent who placed Tri-State' s coverage
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with Great American.*

3. Misappropriations by Cheda.

As noted above, Barry Chedawas hired by Tri-State' s predecessor, Executive Cash, asthe
manager of the Ligonier, Pennsylvaniafacility. While Tri-State was il operating, afederd
investigation ensued againg Cheda, which culminated in araid by federd investigative agencies on
Cheda at the Tri-State Ligonier termind in May 2000. The raid was publicized in newspapers,
particularly in western Pennsylvania. Bill Mattin, then president of Tri-State, informed Tri-State
employees and the press that the investigation pertained only to tax evasion charges against Cheda, and
had no impact on Tri-State’' s operations. At the time, Cheda was no longer an employee, officer or

director of Tri-State, but remained on the Ligonier termind premises as Tri-State' s landlord.

On September 18, 2001, Cheda pled guilty to charges of money laundering, and tax evason.

He testified at trid, by videoconference from prison, that his wrongdoing involved a kickback scheme

14 That no incident of loss was ever reported to Great American or to M&Sis not
disputed, but there is a divergence in testimony about why such losses were never reported. According
to DeFebbo, Mottin directed DefFebbo not to report the losses because he feared arise in annua
premiums and aloss of coverage. In contrast, Mottin claimed that he asked DeFebbo to report
incidents to Tri-Stat€' s insurance agent, Ron Bray, but DeFebbo ingsted on resolving the incidents
without reporting them to the agent, and Mottin acquiesced.
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during his employment with Nationad Westmingter Bank, his employer before Executive Cash, and
continued through June 2000. Chedatestified that he had no control of checking accounts or financia
records a Executive Cash, and he denied ever taking money for his persond benefit from either
Executive Cash or Tri-State. He recallsthat he sold his shares of stock to Mottin in October 1998,
and was pad periodicdly thereefter by Tri-State in the form of rent for the buildings which he owned
and Tri-State leased. According to Cheda, after October 1998, he was completely divorced from Tri-
State, except in his cgpacity aslandlord. Theissue of the extent to which Chedawas guilty of
converting Tri-State customer funds at the company’s Ligonier facility, if any, need not be resolved here

to address the opportunity of Great American to rescind the 1999 and 2000 policies.

C. Tri-State’ s Insurance Coverage.

To operate its business, Tri-State was required by its customers to secure comprehensive
employee dishonesty, crime and disappearance insurance. On or about September 10, 1997, Mottin,
on behaf of Tri-State, completed and forwarded to M & S, which had served as the insurance agent
for Executive Cash, an armored car operator’s proposal form for LIoyds of London. It gppears that

Lloyds, who had provided coverage to Executive Cash, declined to offer coverage to Tri-State.

Ron Bray, the armored car specidist at M & S, then submitted Tri-State’ s application for

15 Chedabdieved that he transferred 51% of the sharesin Tri-State to Mottin.
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coverage to Great American, noting that Lloyds of London had declined to offer coverage because a
loss was currently under investigation. Bray reported that the business operation would be sold to the
company’s employees. Sean Missdl, the Great American underwriter who reviewed Tri-State' s
goplication, knew that Executive Cash's insurance coverage was non-renewed by Lloyds of London.
By his handwritten notes on the application, he noted that Tri-State was not a“new” company, but
rather an exigting entity with prior management experience that was “changing hands” Misd tedtified
that he knew of the CoreStates claim against Executive Cash, but that he understood that the claim

was based on an accounting discrepancy.

On or about September 18, 1997, Mr. Missa hired AMSEC Internationd, Inc. (*AMSEC”)
to perform a security survey of Tri-State's Hammonton, New Jersey facility, the company’s
headquarters and main operating facility. AMSEC is an outsde security firm normaly retained by
Great American to assess security measures and risks. A security survey report was issued by
AMSEC in late September, recommending numerous improvementsin Tri-State' s security systems and
procedures. The report was forwarded to Missa with anote that Tri-State

has along way to go before it could be considered as meeting acceptable standards.

The most significant problems are the inadequate vault and darm systems. . . . [A]

follow-up ingpection would seem to be in order within 90-120 days to assess the
assured’ s progress.

A Tri-State application for insurance coverage was submitted to Great American on October

7,1997. William Mottin was noted as President, Barry Cheda was designated as Chief Executive
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Officer, and Dan Feuker was listed as Vice-President. Moittin signed the application. On October 10,
1997, Great American offered coverage to Tri-State, contingent upon the submission of arevised
armored car gpplication, awritten agreement from Tri-State that it would comply with the
recommendations listed in the AMSEC report within 60 days, and a written recitation from Tri-State of

the five-year loss higtory of Executive Cash, including a description of any open clams.

Mottin responded to the offer with an indication that he believed that al of AMSEC's
recommendations could be complied with. Ron Bray forwarded a revised gpplication to Missd,
indicating that M & S had been writing the account since 1990, and “there has been no paid clamsto
date with the previous owners.” He described the CoreStates claim as a demand for rembursement
that was actively being investigated, with “rumors that a substantia amount of the money demanded has

been accounted for.” Bray aso indicated that CoreStates has “ backed off” the filing of alawsuit.

A comprehengve employee dishonesty, crime and disgppearance insurance policy was issued
by Great American to Tri-State on October 20, 1997. On December 9, 1997, Tri-State requested
additiond vault coverage. Mattin testified that he believed a new account was picked up at thet time.
By then, at least $80,000 had been removed from the vault by Tri-State for use in its operating account.

The increase in coverage was approved by Great American.

The Great American policy was renewed in October 1998 using arenewa insurance

application that was nearly identical to the prior year's gpplication form and questions. The 1998
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insurance application was sgned by William Mottin as president of Tri-State on October 13, 1998.
Unlike the 1997 insurance application, Barry Chedais not listed as Tri-State' s CEO. In response to
questions regarding “dl clams or occurrences that may giveriseto cdlamsfor the prior five years’, Tri-
State responded “N/A”. Under “Please provide descriptions of dl lossesin excess of $5,000, including
corrective action,” there was no response. Great American conducted no follow-up to Tri-State's

responses before issuing arenewd palicy.

Prior to the October 1999 renewal process, at Mottin’s request, Great American directed
AMSEC to conduct a security survey of the Tri-State Ligonier branch termind. Herbert R.
Cunningham, the AM SEC employee who conducted the survey, wrote to Missal on September 14,
1999, that there were five areas of “sgnificant concerns,” including access control, darm coverage,
liability storage, liability staging and accountability. Under “Genera Impression,” Cunningham noted the
following:

Small town operation with very laid back loca management. Corporate President, Mr.

Mottin, was visbly concerned when informed that four managers possessed full access

into the vault. Comparison of some records from the Hammonton, New Jersey

(corporate) office, and the employee & policy manuas provided by corporate indicate
that Ligonier management is not following established policy and procedure.

On November 19, 1999, after the 1999 renewal was issued, the AMSEC survey of the
Ligonier branch was forwarded by Great American to the insurance broker, with ingtructions to review
the report with the insured and implement the recommendations. According to the forwarding |etter,

Missd, on behdf of Great American, noted that some of the recommendations have aready been
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implemented, while other recommendations must be implemented forthwith.

In the 1999 insurance application, Mottin is listed as president and CEO, while Feuker islisted
asvice-presdent. In connection with the underwriting process for the 1999 policy, Sean Missa
prepared aRisk Andyss and Summary Form, or “ CURE sheet”, which is an overview of the account
for underwriting and pricing purposes’® The 1999 CURE form is the only one produced by Great
American in connection with the renewd policiesissued to Tri-State in 1998, 1999 and 2000. The
only negative underwriting characteristic noted on the CURE form was the absence of random credit
checks of employees. Tri-State's answers to the claims and losses questions on the renewal

goplication remained the same in 1999.

On June 22, 2000, Mark Lowers, an AMSEC employee, faxed to Great American
underwriters Missal and Scheckton, an article from the Pittsburgh Post-Gazette dated June 10, 2000,
entitled “ Federd Agents Probe Pilfering of ATM Cash”, which reported that Barry Cheda, “aformer
principa investor in New Jersey-based Tri-State Armored Services Inc.,” was raided by FBI agentsin
Ligonier Township. The article further reported that Cheda was under investigation by the FBI and the
Interna Revenue Service for “pilfering millions of dollars meant for autometic teller machines’ and “for

dlegedly seding money from the company starting in 1996.” According to the article, “Barry Cheda,

16 The“CURE” process (Corroborative Underwriting Review) at Great American
requires the underwriter to consult with and obtain approva from another experienced underwriter
before issuing anew policy or renewdl.
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Amy Cheda and others had access to millions of dollars of the currency owned by the customer banks
... ahd engaged in a scheme to defraud these federdly insured inditutions.” Although no crimind
indictments were filed as of that point, severd federd civil forfeiture complaints were filed againgt the
Chedas, seeking the forfeiture of 10 properties dlegedly purchased with nearly $2 million in converted
funds. The article sated that “ Tri-State itsdlf is not under investigation,” and that Cheda was no longer

ashareholder in Tri-State,

In response to the article, Missal and Scheckton requested that Ron Bray at M & Sinquire
about the facts dleged in the article by contacting Tri-State. When Mottin was contacted by Bray,
Mottin assured Bray that the investigation involved only Cheda, and did not involve Tri-State or any of
Tri-State’ s customers. Bray communicated that message back to Missal and Scheckton, who heard
nothing more about any losses at Tri-State prior to renewd. Great American did not investigate the

matter further.

On the next renewa application in October 2000, submitted on behdf of Tri-State by Nicholas
Basle as president, and noting Mottin as CEO, no claims or |osses were reported. Great American
again renewed the policy. Following the renewa of coverage, there was no further contact between
Tri-State, M & Sand Great American until on or about February 26, 2001. On that day, Nick Basile
caled Ron Bray a M & Sto advise him that Tri-State was closing its doors, and that there may be a
ggnificant shortfal in customer cash. In turn, Bray reported the news to Great American, which

immediately retained AMSEC to investigate the prospectiveloss. As noted above, the debtor filed a
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Chapter 7 petition on March 2, 2001. Great American filed an adversary proceeding on June 4, 2001,
seeking a declaratory judgment that Tri-State's Comprehensve Employee Disability, Crime and
Disappearance Insurance policies should be rescinded and that the Tri-State bankruptcy estate was not

otherwise entitled to insurance coverage onitsclams.

. Discussion

Inits amended complaint, Grest American seeksto rescind each of the four comprehensive
crime insurance policiesit issued to Tri-State from October 1997 through October 2000. Gresat
American dleges that Tri-State was created as a crimind conspiracy to defraud Tri-State customers
and to defraud Great American, and that Tri-State misrepresented material information about lossesin
its renewal applications for 1998, 1999 and 2000, on which Great American actually and reasonably
relied. Alternatively, Grest American contends that the losses incurred by Tri-State and/or its
customersin connection with the dishonest and/or crimind acts of the company or its owners are
excluded from coverage under the policiesissued by Great American, and that Tri-State breached its
respongbilities under the insurance policies by falling to provide proper and timely natification of its

losses to Great American.

At trid, the trustee limited his dlaims againgt Great American to recovery under the policies
issued in 1999 and 2000. The trustee initidly withdrew his quest to recover |osses sustained by Tri-

State in connection with specific incidents of theft and loss, but renewed the quest to recover those
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losses following certain tesimony.” The trustee continued to assert claims againgt Great American for
bad faith in engaging in * post-loss underwriting” and for fraudulent and/or negligent concealment or

destruction of evidence.

Because the trustee is not making any claims under the 1997 and 1998 palicies, Great
American’s quest to rescind those policiesis dismissed without prgudice. | am convinced on the
record presented that Great American is entitled to rescind the policiesissued to Tri-State in 1999 and
2000. Below, | will discuss the bases of my determination to rescind, as well as my reasons for
dismissing the truste€ s bad faith and spoliation dams againg Great American. Becausethe damsin
question here raise issues of state law, | will gpply the laws of New Jersey to resolve this matter. Inre

Finney, 130 Fed.Appx. 527, 530 n.3 (3d Cir. 2005); Ungaro-Benages v. Dresdner Bank AG, 379

F.3d 1227, 1232 (11" Cir. 2004) (“Under the Erie doctrine, afedera court adjudicating state law

clams gpplies the subgtantive law of the sae”) (citing Erie R.R. Co. v. Tompkins, 304 U.S. 64, 58 S.

Ct. 817, 82 L .Ed. 1188 (1938)).

A. Rescisson.

1 Barry Chedatedtified that athough he committed crimina acts in connection with his
employment with NatWest, which acts continued through June 2000, he did not convert any monies
from either Executive Cash or Tri-State. David DeFebbo, Tri-State' s Director of Security, testified
that none of the specific incidents of theft or loss described above were resolved with certainty. The
trustee takes the pogition that the funds that had been believed to have been converted by Cheda, and
stolen by Tri-State employees, should now be recoverable under the Disappearance portion of the
policy. Because | conclude that the 1999 and 2000 policies may be rescinded, this issue need not be
resolved.
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Rescisson is the abrogation of a contract ab initio, “meaning that it is congdered ‘null from the

beginning' and treated asiif it does not exist for any purpose.” First American Titlelns Co. v. Lawson,

177 N.J. 125, 137, 827 A.2d. 230, 237 (2003) (citation omitted); Progressive Cas. Ins. Co. v. Hanna,

316 N.J. Super. 63, 71 n.10, 719 A.2d 683, 688 n.10 (App. Div. 1998). Under New Jersey law, an
insurer may seek to rescind an insurance contract on equitable fraud grounds. Unlike legdl fraud, actua
intent to decelve need not be established to condtitute equitable fraud. *Even an innocent

misrepresentation can condtitute equitable fraud judtifying rescisson.” Ledley v. William Penn Life Ins.

Co., 138 N.J. 627, 635, 651 A.2d 92, 95 (1995).

In order to rescind an insurance contract on grounds of equitable fraud, a party must
demondrate: “‘ (1) a materid misrepresentation of a presently existing or past fact; (2) the maker's

intent that the other party rely on it; and (3) detrimental reliance by the other party.”” Lawson, 177

N.J. at 136-37, 827 A.2d at 237 (quoting Liebling v. Garden State Indem., 337 N.J. Super. 447, 453,

767 A.2d 515 (App. Div.), certif. denied, 169 N.J. 606, 782 A.2d 424 (2001)). Inthe context of an
insurance contract, “* a representation by the insured, whether contained in the policy itsdf or in the
goplication for insurance, will support the forfeiture of the insured' s rights under the palicy if itis
untruthful, materid to the particular risk assumed by the insurer, and actudly and reasonably relied upon

by the insurer in the issuance of the palicy.’” 1d. at 137, 827 A.2d at 237 (quoting Allgtate Ins. Co. v.

Meloni, 98 N.J. Super. 154, 158-59, 236 A.2d 402, 405 (App. Div. 1967)). The elements of

rescisson must be established by clear and convincing evidence. See, eq., Bakav. Liberty Mut. Fire

Ins. Co., 704 F.2d 684, 688 (3d Cir. 1983); Caixa Gera de Depositos, SA. v. Jacinto Rodrigues,
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No. COV/A/03-746 MLC, 2005 WL 1541055, *9 (D.N.J. June 30,2005); Farris v. County of

Camden, 61 F. Supp.2d 307, 336 (D.N.J. 1999).

Great American contends that the renewal policiesissued to Tri-State in 1999 and 2000 must
be rescinded because Tri-State made untruthful representations on the renewal applications, which
were materia to the acceptance of the insurance risk by Great American, and on which Gresat
American actudly and reasonably relied in the issuance of the policies. Greast American directs our
atention particularly to the section of both gpplications entitled “Loss History”. Under that caption, two
Separate questions are posed, asfollows:

“Enter dl cdlams or occurrences that may give rise to clams for the prior five years”

Check hereif none ()

Under this question, there are columns intended to detail the circumstances of the occurrence or clam,
including the date of the occurrence, a description of the occurrence or claim, the date of the claim, and
the dam gatus. The follow up question asks.

“Please provide descriptions of al lossesin excess of $5,000, including corrective

action.”

The answers provided by the debtor to these two loss history questions were the same in 1998, 1999
and 2000. The response to the first question was: “N/A”. The response space to the second question

was left blank.

Great American’s contention that Tri-State materidly misrepresented the loss history of the
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company in these gpplications relates to both the failure of the company to report individua
occurrences of loss relating to employee theft, accounting discrepancies or unsolved occurrences of
theft, and the broader category of losses occasioned by the conversion of customer funds by

management for Tri-State' s operationa purposes.

Each of the dements of rescission: (1) that the information contained in the gpplication for
insurance is demongtrated to be untruthful, (2) that it is materid to the particular risk assumed by the
insurer, and (3) that it was actually and reasonably relied upon by the insurer in the issuance of the

policy, isexamined below. See First American TitleIns Co. v. Lawson, 177 N.J. at 136-37, 827

A.2d at 237.

1. Untruthfulness.

The first question on the Great American renewd gpplication a issue, requiring the gpplicant to
“[€]nter dl dlams or occurrences that may giveriseto clams’, isa*“ subjective’ question “directed
toward probing the knowledge of the gpplicant and determining the state of hismind.” Ledley, 138
N.J. at 636, 651 A.2d at 96. In other words, the question seeks to probe the persona opinion or the
subjective bdief of the gpplicant as to whether past occurrences may give rise to future clams.

Answers to subjective questions do not congtitute equitable fraud if “the question is

directed toward probing the knowledge of the applicant and determining the state of his
mind and . . . the answer is a correct statement of the gpplicant’s knowledge and belief
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.. With respect to subjective questions, “an insurer must demongirate not only that
an answer was fase, but dso that the insured knew thet it was false”

F.D.I.C. v. Moskowitz, 946 F. Supp. 322, 329-30 (D.N.J. 1996) (citations omitted).

The debtor answered the question regarding clams, or “occurrences that may give rise to
clams’ with the notation, “N/A”, presumably meaning “Not applicable’. The reponse was & least
partly truthful, because no clams were ever filed by Tri-State with Grest American prior to the
cancdlation of the policy in March 2001. However, it is undisputed that when both the 1999 and 2000
renewa applications were completed and sent to Great American,*® Mottin was well awvare of, and
personaly responsble for, the sgnificant losses being incurred by Tri-State' s customers because their
funds were being used for operating expenses. Mottin aso knew about specific incidents of employee
theft during 1998, 1999 and 2000. In the recent Lawson decision, the New Jersey Supreme Court
concluded that where an individuad certifies on an insurance gpplication that he does not know of “any
circumgances or any alegations or contentions as to any incident, which may result in acdam being
made,” 177 N.J. at 139-40, 827 A.2d 238-39, and the same individua is himself misappropriating
client funds, “* no reasonable factfinder could conclude anything other than that [the individua who
completed the application] knew his [answers and Statements] to befase’ 1d. at 140, 827 A.2d at

239 (citation omitted). Here, given the substantia and continuing converson of customer funds by

18 The 1999 renewal application is stamped with Mottin's signature. Vaerie Reynolds,
Mottin's assstant who was charged with completing the gpplication, testified that she was certain that
Mottin authorized the samping of his Sgnature.
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Mottin and Feuker from as early as November 1997, and the many specific unreported incidents of
theft and loss throughout Tri-State' s history, | believe that no reasonable factfinder could conclude
anything other than that Mottin knew that the “N/A” answer to the question requiring details about

“occurrences that may giveriseto dams’ wasfase.

Even if Mottin subjectively believed that the conversion of customer funds would not giveriseto
claims against the policy, because he intended that Tri-State would pay back all “borrowings™®, the
falure by Tri-State, through Mottin, to provide aresponse to the second “Loss History” question on the
Great American renewa application, which cdled for adescription of dl losses over $5,000, was
objectively untruthful. An objective question seeks “*information within the gpplicant’s knowledge.”

Liebling v. Garden State Indemnity, 337 N.J. Super. 447, 454, 757 A.2d 515, 518 (App. Div. 2001)

(quoting Ledley, 138 N.J. at 636, 651 A.2d at 96)). Where an objective question is posed, “‘[€]ven
an innocent misrepresentation can condtitute equitable fraud justifying rescisson.” 1d. at 453, 757 A.2d
at 518 (quoting Ledley, 138 N.J. at 635, 651 A.2d at 95)). The debtor’ sfailure to provide a
description of losses over $5,000 for each of the renewa periods congtitutes “ blatant and direct
misrepresentations’ for equitable fraud purposes, both as to individua occurrences of |oss occasioned
by employee theft, and as to losses occasioned by the conversion of customer funds by management for

operationa purposes. See Lawson, 177 N.J. at 140, 827 A.2d at 239.

19 The fact that Mottin pled guilty to the crimind offenses of money laundering and
conspiracy to commit money laundering, 18 U.S.C. § 1956 (a)(1)(A)(i) and § 1956(h), isinconsistent
with the propaosition that Mottin believed that Tri-State would eventudly repay the temporary “loans’
from customer funds, and that he did not believe that claims would be made by Tri-State againgt Gresat
American based on past occurrences. He acknowledged by his guilty pleathat he intentiondly engaged
inillegd activity when he converted customer funds for Tri-State operationa purposes.
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Tri-State contends that the failure of Mottin to address |osses on the renewa gpplication may
be atributable to the ambiguity of the question, suggesting that the term “losses’ on the renewd
gpplication could have been interpreted to exclude unreported incidents of theft or loss, and to include
only those losses which were actudly reported to the insurer. Because Tri-State did not report any
lossesto Great American, itsfalureto list any losses on the renewd applications would not condtitute

untruthfulness in the context of equitable rescisson.

Tri-State is correct to assert that where an gpplication question is ambiguous, the ambiguity will
be congrued againg the insurer and in favor of the truthfulness of the representation. The New Jersey
Supreme Court has held that “[w]ith insurance policies, anbiguous contractud language is construed in
favor of the insured and againgt the insurer. Because insurance policies are often contracts of adhesion,
we assume ‘a particularly vigilant role in ensuring their conformity to public policy and principles of

farness’” Cruz-Mendez v. |SU/Insurance Services of San Francisco, 156 N.J. 556, 571, 722 A.2d

515, 522-23 (1999) (citations omitted). See also Fiddity & Depost Co. of Maryland. v. Hudson

United Bank, 653 F.2d 766, 772 n.8 (3d Cir. 1981); Doto v. Russo, 140 N.J. 544, 556, 659 A.2d

1371, 1376 (1995).

In the Hudson United Bank case, the bank’ s failure to disclose a potential clam againgt the
previous carrier did not congtitute equitable fraud to support the rescisson of the policy.  The bank
filled out an gpplication for afiddity bond which contained a chart entitled “ Six-year loss information.”

The chart required information about each loss, including the “ Amount Recovered From Insurance.”
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The parties did not dispute that the losses reflected in the chart were only those losses that would be
covered under the fiddlity bond. The parties disagreed as to whether the chart required a history of
covered losses that had actudly been reported to the Bank’ sinsurance carriers over the past Six years.
Accepting the insured' s interpretation, that only reported claims were required to be listed, the court
determined that the bank’ s response that “no losses [were] paid by insurance carrier during the past Six
years’ was objectively truthful. 653 F.2d at 772-73. In the dternative, the court noted that if the chart
was construed to require information pertaining to covered losses not yet filed with an insurance carrier,
that would be a subjective inquiry which would not support rescission on the ground of equitable fraud

where the gpplication responses were not knowingly false.

Here, thereis no basisto conclude that the “Loss History” portion of the Great American
renewa application was ambiguous, or that it should be congtrued in favor of the insured to require a
ligting of only claims reported to the carrier. Unlike the application in Hudson United Bank, there was
no reference in the Great American application to an “ Amount Recovered from Insurance” asto each
loss, which buttressed the insured’ s pogition in the Hudson United Bank case that only reported clams
were required to be liged. More sgnificantly, the Great American gpplication at issue here requested
information about both “dl dams or occurrences which might giveriseto dams’, and “dl lossesin
excess of $5,000". The two portions of the “Loss History” section of the application were separate,
and each portion required thorough and truthful responses. Any “losses’ incurred by the applicant
were clearly digtinguished from any “clams’ of the insured, including both reported daims and

unreported claims, characterized as “ occurrences that may giveriseto cdlams.”
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More apposite here than the Hudson United Bank case isthe decisonin In re Payroll Express

Corp., 216 B.R. 344, 358-59 (S.D.N.Y. 1997), &f'd, 186 F.3d 196 (2d Cir. 1999), cert. denied,
529 U.S. 1019, 120 S. Ct. 1419, 146 L.Ed.2d 312 (2000). In Payrall Express, on the insurance
goplication for “Employee Theft, Premises Loss and Trangt Loss’, the insurer asked the following
question: “Has [the debtor] suffered aloss during the past five years? If ‘yes', give brief detalls and
amount involved.” 216 B.R. a 352. In response to the question, the debtor disclosed only one loss of
$1.5 million dollars, when in fact the debtor sustained 17 other theft and robbery losses totaling over $3
million dollars during the five years prior to the date of the insurance application. The debtor argued in
part that the question was ambiguous, and that it reasonably interpreted the question to require
information only pertaining to prior covered losses. The Southern Didrict of New Y ork responded as
follows:

Asthe Third Circuit has recently explained, under basic principles of New Jersey law
the question of whether an insurance contract is ambiguous is a question of law. See
Pittston Co. Ultramar America Ltd. v. Allianz Ins. Co. et d., 124 F.3d 508, 520 (3d
Cir. 1997). In determining whether a contract is ambiguous, courts may not “torture
the language of a contract to create ambiguity where none exists” 1d. (quoting
Pennbarr Corp. v. Ins. Co. of North America, 976 F.2d 145, 151 (3d Cir. 1992) and
ating Longobardi v. Chubb Ins. Co. of New Jersey, 121 N.J. 530, 582 A.2d 1257
(1990)). Rether, “[w]hen the terms of an insurance contract are clear . . . itisthe
function of a court to enforce it as written and not make a better contract for either of
the parties” 1d. (quotationsfrom State v. Signo Trading Int’l. Inc., 130 N.J. 51, 612
A.2d 932 (1992) removed). Thus, “[i]n establishing ambiguity, the insured must do
more than suggest a possible dternative reading of the contract; it must o offer an
objectively reasonable reading of the disputed passage’. 1d. (quotation omitted).

216 B.R. a 358. The court concluded that there was no ambiguity to the question, and that the debtor

was obliged to report dl losses suffered in the prior five years.
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The phrase“aloss’ cannot be transmuted into “a covered loss’ by advocacy done; to
do so would fundamentaly dter the only plain meaning of question 10 and
ingppropriately re-write the [insurer’ 5| gpplication. PEC [the insured] was obliged to
disclose its losses whether they were covered or not, and [the insured’ s principal]
Robert Felzenberg' s materid misrepresentations regarding the undisclosed |osses serve
as abasisto rescind each of the LEU Policies [the insurer].

Id. at 359.

Smilarly, in this case, “descriptions of al losses in excess of $5,000" wasrequired. Tri-State,
by Mottin and then Badile, was required to disclose its losses, whether the losses werefiled as clams or
not, and whether they were “covered” losses or not. Mottin knew that customer funds were being
withdrawn from the wire transfer account and the cash vaullt, that customer funds were being used for
operating expenses, and that customers suffered substantia “losses’ as aresult of that activity. Mottin
also knew that specific losses in excess of $5,000 had been incurred on multiple occasions by Tri-

State. No disclosure of these losses was provided.

Asto the 2000 renewad application, Tri-State may not escape the consequences of the
untruthfulness of the omissions in the gpplication by Basil€ s asserted ignorance of its content. Badle
testified that when he signed the renewa gpplication, as Tri-State' s president, he had no role in
providing answers to the questions in the gpplication, and would not have known the answvers. He
consulted with Mottin, who was till the “boss’, and who continued to make decisions for Tri-State and
to give direction to Basle. Mottin advised Basile to follow the same procedures for completing the
2000 renewa application as had been employed for the 1998 and 1999 applications. The

adminidrative assgants in Maittin's office, first Jo Ann Ricchi and then Vderie Reynolds, would gather
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the information required, such as the number of employees, the number of ATM’ s serviced, and the
security procedures employed, would complete the application, and would then present the completed
application to Mottin for his signature. Basile followed the same procedure®® He tedtified that when he
was presented with the completed application, he did not review it thoroughly, and he signed the

document not knowing whether the information provided in the gpplication was correct.

Basle' s asserted ignorance of the 2000 renewd application contents cannot serve to defeat a
finding that the application was untruthful with regard to the “Loss History” omissons for four reasons.
Fird, as noted above, Tri-State’ s answer to the quest by the insurer for adescription of al losses over
$5,000 was objectively untruthful, congtituting equitable fraud judtifying rescission even if the answer

was an innocent misrepresentation.  Liebling, 337 N.J. Super. at 453, 757 A.2d at 518.

Second, notwithstanding Basile' s denid of knowledge, as of October 18, 2000, that Tri-State
customer funds were being misused by the company, the record supports the conclusion that by the
time he sgned the renewd application, he was well aware that the company was sustaining substantial
losses, and was using customer funds to pay for operating expenses. At trid, Basile acknowledged
only that by October 18, as Tri-State' s president, he had “heard rumors that there might be a problem

regarding Tri-State’ s use of customer funds” However, during his guilty pleain United States Didtrict

20 Vderie Reynolds, the assistant for Mottin and then Basile, testified that by the time she
completed the gpplication for the year 2000, she bdlieves that she probably had information about
losses or occurrences that could give riseto claims. Nevertheless, she noted “N/A” on the application
because she “was told to fill it out like the one from the year before” She did not remember who gave
her that ingtruction.
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Court on January 7, 2002, Basile answered “Yes’ to the question of whether he knew as of September
2000 “that Mr. Mottin was being investigated by federd authorities for monetary crimesincluding Tri-
State” Herecdled at trid that at a staff meeting in September 2000, Michael Ricchi announced “that
he believed customer funds or customer monies were being used, and that’s why there was a deficit.”
At his deposition, Baslle testified that “after September 2000, upon learning of investigations and
speculation by other employees. . . | guess| addressed it with [Mottin] . . . After that . . . it was dmost
common knowledge . . . that money was used.” Aswaell, Barry Chedatestified that sometime after the
Ligonier rad in June 2000, Cheda met with Mottin, Basile and others, and was informed by Mottin that
Tri-State customer funds were routindy used to meet operating expenses, a the rate of about
$260,000 a month, and that this activity had commenced when the company was formed. This
testimony supports the fact that when Basile signed the 2000 renewa agpplication, he knew that
customer moneys were being converted by Tri-State to meet operationd shortfdls, and that substantial

losses had been sustained.

Third, the Tri-State corporation must be charged with inditutional knowledge of the significant
losses suffered by the company by reason of specific unreported incidents of theft, and the long-
standing and widely known practice of converting customer cash for use by Tri-State for operating
expenses. Thereis no question that Mottin, who remained as the key decision-maker in the company,
knew about these losses. In effect, Mottin delegated the task of completing the gpplication to Basile
and his assgant, Vderie Reynolds, who copied much of the information from the prior year’'s

goplication. Aswell, mogt if not dl of the Tri-State employees who testified at trid were well aware of

-37-



the losses and shortfdls being experienced by the company. It has been held “that the corporation is
affected with congtructive knowledge, regardiess of its actud knowledge, of dl materid facts of which
its officer or agent recelves notice or acquires knowledge while acting in the course of his employment
and within the scope of his authority, and the corporation is charged with such knowledge even though

the officer or agent does not in fact communicate his knowledge to the corporation.” Hallingswvorth v.

L ederer, 125 N.J. Eq. 193, 206, 4 A.2d 291, 297 (Ch. Div. 1936), af'd, 125 N.J. Eq. 193, 4 A.2d

300 (E&A 1939). Seedso Inre Integrity Ins. Co., 240 N.J. Super. 480, 505-06, 573 A.2d 928, 941

(App. Div. 1990); City of Paterson v. Fargo Redlty Inc., 174 N.J. Super. 178, 193, 415 A.2d 1210,

1217 (Dig.Ct. 1980) (“corporate entity cannot itself have knowledge; it could only acquire such
knowledge through its agents, officers, or owners’); 9A WiLLIAM MEADE FLETCHER, FLETCHER
CycLOPEDIA OF THE LAW OF PrIVATE CORPORATIONS 8 4589 at 265 (Rev. Vol. 2004) (“Asa
generd rule, if the president, vice president, or director of a corporation has knowledge of afact, that
knowledge isimputed to the corporation.”). “If any officer or agent acting within the genera scope of
his powers acquires knowledge of a particular fact while committing afraud upon athird personin a
meatter pertaining to the business of the corporation, athough the fraud is perpetrated for his own
benefit, the corporation will be imputable with such knowledge, as well as with knowledge of the fraud,
egpecidly where it retifies the transaction.” Hallingsworth, 1d., 4 A.2d at 297-98 (citations omitted).
Badl€e's protestations regarding lack of knowledge notwithstanding, Tri-State, and the trustee as

successor-in-interest to the corporation, standing in Tri-State’ s shoes,?! are bound by the indtitutional

21 See, eq., Officid Committee of Unsecured Creditorsv. RF. Lafferty & Co., Inc., 267

F.3d 340, 356 (3d Cir. 2001) (citations omitted) (“[I]n actions brought by the trustee as successor to
the debtor's interest under section 541, the ‘ trustee stands in the shoes of the debtor and can only assert
(continued...)
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knowledge of the corporation at the time the 2000 renewa application was completed that the

corporate representations under the “Loss History” portion of the application were not truthful.

Fourth, in October 2000, Basile was authorized as president of Tri-State to Sgn the
gpplication. As the authorized representative of the corporation, Basile bound the corporation to the
misrepresentations in the gpplication.

A corporation, possessing an identity only in alega sense, necessarily speaks through
itsagents. In an action for contract rescisson, an agent’s misrepresentations bind the
principd if the agent was authorized to represent the principa in obtaining the contract.
Equitable Life Assurance Soc'y v. New Horizons, Inc., 28 N.J. 307, 146 A.2d 466,
470 (1958); see dso Parker Precision Prods. Co. v. Metropalitan Life Ins. Co., 407
F.2d 1070, 1073 (3d Cir. 1969) (applying New Jersey law to find the corporate
principa responsble for the material misrepresentations of the corporation’s president
on an gpplication for life insurance).

In re Payroll Express Corp., 186 F.3d 196, 207 (2d Cir. 1999). Asone commentator explains:

If the court is satisfied that the officer or employee making the innocent, or negligent or
willful misrepresentations on behaf of the insured had the actud, implied, or gpparent
authority to do 0, the misrepresentations will be imputed to the insured.

Joseph K. Powers, Pulling the Plug on Fiddity, Crime and All Risk Coverage: The Availahility of

Rescisson as a Remedy or Defense, 32 TORT & INSUR. L.J. 905, 927-28 (1997).

21(..continued)
those causes of action possessed by the debtor. [Conversely,] [t]he trustee is, of course, subject to the
same defenses as could have been asserted by the defendant had the action been ingtituted by the
debtor.””); Hays & Co. v. Merill Lynch, Pierce, Fenner & Smith, Inc., 885 F.2d 1149, 1154 (3d Cir.
1989).
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On thisrecord, | conclude that Tri-State’' s omissions on the “Loss History” section of the 1999
and 2000 renewd gpplications congtitute untruthfulness for the purpose of applying the equitable fraud

principles herein.

2. Maeidity.

Under New Jersey law, to award the equitable relief of rescisson on the basis of a

misrepresentation in the gpplication for insurance, the court must aso determine that the

misrepresentation is materid. E.D.I.C. v. Moskovitz, 946 F. Supp. 322, 331 (D.N.J. 1996). Cf.

N.JSA. 17B:24-3(d) (“The fasty of any statement in the gpplication for any policy or contract
covered by this section may not bar the right to recovery thereunder unless such fase statement
materidly affected ether the acceptance of the risk or the hazard assumed by theinsurer.”). The New
Jersey Supreme Court has held that “[a] misrepresentation is materid if it ‘naturally and reasonably
influence(s) the judgment of the underwriter in making the contract at dl, or in estimating the degree or
character of therisk, or in fixing the rate of premium.”” Ledley, 138 N.J. at 638, 651 A.2d at 97 (citing
Manzo, 122 N.J. at 115, 584 A.2d 190). Applying New Jersey law, the Digtrict Court for the
Southern Didtrict of New Y ork reflected that “‘[clJommon sense tells us that an gpplicant’s prior loss
history is materid to a reasonable insurance company’ s decison whether to insure that applicant or

determination of the premium.”” Payroll Express, 216 B.R. at 357 (quoting Pinette v. Assurance Co. of

America, 52 F.3d 407, 411 (2d. Cir. 1995)).
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Frank Scheckton, Senior Vice Presdent of Great American’s Crime Department, who
personaly supervised the underwriting of Tri-State€' s policies from 1997 through the 2000 renewd,
tetified that the information in an gpplication is critica to the underwriting process, because

If you are underwriting an account, you want details about interna controls, information

about what the exposures are, you want to know about their hiring practices and you

want to know about losses.

Scheckton emphasized that as an underwriter, he is“particularly interested in loss history”, and requires
an insured to report dl losses to Great American, because the insurer regards the frequency of losses as
indicative of operationd shortfdls. Annud applications are required to inform the insurer about current
operations, losses, and interna controls. The reporting of losses by an insured to its carrier is critical to
the carrier, even if the amount of loss fdls entirdy within the deductible amount, because the frequency
and severity of losses may reflect upon the adequacy of the deductible, and because the carrier’s

recovery and subrogation rights may be compromised by an insured' sfailure to report aloss.

To defeat the materidity of the Loss History information on the renewd gpplications, the
debtor’ s insurance expert, Jo Ann M. Ralph??, first contended that there was no obligation on the part

of the insured to inform its insurer that it was using customer funds for its operating expenses, but

22 Jo Ann M. Ralph, CPCU, CIC, is the Managing Consultant/Partner of RK Risk
Management, LLC, an insurance and risk management consulting service. Since 1974, she has held
positions as an underwriter, producer, trainer and risk management/insurance consultant, and is
knowledgeable about underwriting standards and practices, and clams handling standards and
practices.
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ultimately agreed with the proposition that “full disclosure of loss information to the underwriter is

mandatory”, because “ past experience is often agood indication of future risk.”

There is no question that Scheckton's testimony confirms the materidity of the failure by Tri-
State to reflect potential claims and losses in the 1999 and 2000 renewal application to the manner in
which the risks associated with the policies were assessed, and to the decision by Great American to
bind the policies. An gpplicant’s prior loss history “is necessarily relevant to the insurer’s calculation of
risk.” 1d. (citing to OSTRAGER & NEWMAN, 8§ 3.02 at 84) (quotation omitted). “Simplelogic” dictates
that information regarding over $400,000 of individua occurrences of theft, and regarding millions of

dollars of customer funds converted for use by Tri-State, would be “ materid” to Grest Americanin

consdering the issuance of insurance coverage to Tri-State. See F.D.1.C. v. Moskovitz, 946 F. Supp.

at 332.

3. Actud and Reasonable Rdiance.

The third dement necessarily demondirated to establish entitlement to rescission is that the
insured’ s material misrepresentation was “ actually and reasonably relied upon by the insurer in the
issuance of the policy.” Lawson, 177 N.J. at 137, 827 A.2d a 237. There isno question that Great
American actudly relied upon Tri-Stat€' s representations in its renewd gpplications. Theissueis

whether such reliance was reasonable in light of the totality of the circumstances presented.
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Missal and Scheckton confirmed that on the 1999 and 2000 renewals, Great American relied
on the information in Tri-State’ s gpplications, including the “ Loss History” section, which indicated that
the account was “ clean” since its inception, meaning that there were no clams or potentid clams listed.
According to Scheckton, “Y ou can only rely on what your customer tellsyou”.  In the same vein,
Missal tedtified that “what we do rely upon iswhat our insured telsus” noting further: “[T]hat’sthe
main thing we have to rely on as an underwriter when you are doing business with somebody and they
tell you information, you assume that thet information is true and correct. Y ou don't assume thet they
arelying to you.” When policies are reviewed from year to year, if no clams have been made and the
clients“are doing what they are supposed to do on their surveys’, that is enough for the insurer to
renew the policy. Missa and Scheckton believed that Tri-State was complying with most survey
recommendations.?® According to Scheckton,

if [the insuredg] tell you they don’'t have any clams, you have to think they are doing

pretty good in terms of operations. | will tel you thereis a digtinction there. The policy

Say's you are supposed to report anything to us, but it isredly understood, . . . if at the

end of the day, you are short $10 you are not going to call the insurance company and

say | am short $10.. . . but normally, anyone who has a problem and it is over a$1,000

or $2,000, they cdl you. . .. When we see alot of losses, it isindicative that something

iswrong.”

Scheckton testified that he has an expectation in the armored car industry that aloss will be reported

immediately, and if no losses are reported, it indicates that the company is operating well. Scheckton

23 At the exit interview of the 1999 AMSEC survey of the Ligonier facilities,

Mr. Mottin “was commended for his proactive attitude and the cooperation of his staff”
and agreed to implement some recommendations and to serioudy consider othersfor
implementation.
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testified further that if he had known that Tri-State consstently and regularly took customer funds to use

for operating expenses, “[w]e would get off the policy.”

Great American was entitled to rely on the representations of its insured, and to believe that the
information provided by itsinsured in annua renewa applications was truthful. In New Jersey,
“*[clontracts of insurance are contracts of utmost good faith,” and “the applicant therefor is bound to

ded fairly with the insurer in the disclosure of facts materia totherisk.”” First American Title Ins. Co.,

351 N.J. Super. 407, 421, 798 A.2d 661, 669 (App. Div. 2002) (citations omitted). See a0 LEER.
Russ, CoucH ON INSURANCE, 8§ 81:21 (3d Ed. 2005) (* The concept of concealment includes aduty to
disclose, and since contracts of insurance are deemed to be contracts of the utmost good faith, the
gpplicant for insurance is bound to dedl fairly with the insurer in the disclosure of facts materid to the
risk.”). Theinsured has an “obligation when asked a specific question in the insurance gpplication, to

respond truthfully.” Progressive Cas. Ins. Co. v. Hanna, 316 N.J. Super. 63, 70, 719 A.2d 683, 687

(App. Div. 1998). See dso Sears Mortg. Corp. v. Rose, 134 N.J. 326, 347, 634 A.2d 74, 84 (1993)

(“The prospective insured must not misrepresent or concedl information concerning risks entailed in
coverage under an insurance policy.”); 12A JoHN ALAN APPLEMAN & JEAN APPLEMAN, INSURANCE
LAw AND PRACTICE WITH FORMS 8 7271 at 302-03 (Rev. Vol. 2005) (“Fair dedling requiresthe
insured to state everything which might, and probably would, influence the insurer in entering into or
declining the risk, and in disclosing dl information materid to the risk about which informetion is

sought.”).
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The trustee attempts to defeat the reasonableness of Great American’s reliance on severd
related grounds. The trustee highlights the deficient underwriting practices at Great American generdly,
aswell as the substandard and inadequate procedures employed by Great American to underwrite the
1999 and 2000 Tri-State renewas. The trustee aso contends that there were sufficient indications to
Great American, or “red flags’, at the time of the 1999 and 2000 renewa applications to place Gresat
American, as a prudent insurer, on notice to commence an inquiry, which would have reveded Tri-
State’ s omissions and misrepresentations.®* Findly, in conjunction with the above mentioned red flags
and other underwriting deficiencies, the trustee contends that the “post-loss underwriting” performed by
Great American following the receipt of notice that Tri-State had suffered substantia osses should
cause the court to conclude that Great American could not have reasonably relied on the renewa

gpplication omissons to issue the two policies.

a Underwriting and Red Flags.

Ms. Raph testified that generdly, underwriting procedures include reviewing applications,

24 The Intervenor Defendants (American Express Travel Related Services Company, Inc.,
Diebold, Inc., and NCR Corporation) interpret my opinion on Great American’s summary judgment
motion to mean that if various enumerated “red flags’ were proven at trid, that the red flags would
confirm that Grest American was on inquiry notice of the unreported losses, and that its fallure to
conduct a sufficient inquiry precludesits reiance on omissonsin the renewa gpplications for equitable
fraud purposes.

The Intervenor Defendants mistake the import of my opinion denying summary judgment. The
issue here is not whether the so-caled red flags have been proven. Rather, the issue is whether an
industry standard has been established on this record that if such indicators as are present here are
made known to the insurer, that the insurer is obligated to either conduct a reasonably diligent
investigation, or to forego reliance on the representations of the insured for rescission purposes.
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verifying information based on other sources or independent requests for information, evaluating
surveys, reviewing coverages being requested in comparison to the risk characteristics of the exposure,
and determining pricing. Independent sources would include credit checks, reviewing interna and
externd loss control measures, and Dun & Bradstreet review. The renewa each year is a separate
decision requiring proper underwriting procedures to be employed each year, athough the insurer dso

builds on its experience with its insured each year.

According to Ms. Raph, in the mid-90's through the fall of 2001, the marketplace for
commercid insurance of the type a issue in this case was soft, meaning that the market was highly
competitive, insurers were aggressve in writing business, underwriting practices became more relaxed,

and the scope of underwriting analys's was |ess rigorous.

Ms. Raph identified many deficiencies in the underwriting practices and controls at Grest
American during the time that Tri-State was a Great American insured. There were no written
underwriting manuals or procedures. Forma underwriting training, including outside course work, was
lacking.®® There was no forma continuing education for underwriters. The primary training process at
Great American was “ gtting with others’, which, according to Ralph, was not in conformance with

industry standards.  Follow-up on risk assessment surveys, either formaly or informally, was not

25 Sean Missal became employed at Great American as an undenwriting trainee in 1995,
when he graduated from college. After amonth of actua policy study, he had on-the-job training for
oneyear. He was first exposed to underwriting for armored car policesin late 1996 or early 1997. As
part of histraining, he visted the AMSEC facility, where he learned about physical security and
operational procedures.
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generdly done. Although financid statements were required to be submitted with renewa gpplications,
the failure by an insured to submit afinancia statement wasignored. The underwriting files, particularly
Tri-State' sfiles, were incomplete and were missing important information about risk assessment and

pricing that would not permit anew underwriter or supervisor to trace the andytica steps taken by the

origind underwriter to afford coverage.

Ms. Ralph highlighted the failure of the underwritersto require and review financia statements.
She contends that the 1998 compiled financia statement for Tri-State which was appended to its 1999
renewa application, showing aretained deficit that had grown during the reporting period from about
$250,000 to over $1 million, and a“due to vault” designation, should have been questioned. Ralph
noted that an important resource for underwriting, Felton and Sears, Fidelity Bonds, recommends, in
the context of underwriting for financid indtitutions, thet the capitalization and profitability of the
company should be reviewed. The andogy to armored car companiesisthat if acompany is not

adequately funded, there may not be adequate controls and there may be greater vulnerability to theft.®

Asto the underwriting of the Tri-State 1999 and 2000 renewa applications, Ralph reflected

upon the specific deficiencies in the Tri-State underwriting file, noting that lists of cusomers and loss

2 The Great American underwriters testified that they only review the financids of
publicly owned armored car companies. They assume that the unaudited financid statements of small,
privately held companies are not a credible source of information about the company’s operations,
because the principas of such companies “play with their numbers too much”, because Grest American
is not insuring the assets of the company, and because there is no independent audit to verify accuracy.
Missdl testified that athough he requests audited financids, most of the time he does not receive them.
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payees were missing, CURE sheets for 1997 and 1998 were missing, there was no information from
outsde sources, and there were minima references to the manner of calculation for the pricing of the

premiums.

For the 1999 renewd, Ms. Ralph criticized the lack of response or follow-up to the AMSEC
September 1999 survey of the Ligonier location. According to Ms. Ralph, renewa should have been
conditioned on compliance with the survey recommendations, as well as followed up by Gresat
American. Although the 1999 CURE shest reflects that the insured “ needs to work on
recommendations from survey,”?” Ms. Ralph opined that the noted reaction to the survey was
“certainly not of the sgnificance you would expect.” There was no indication in the underwriting file
that the survey recommendations were reviewed after renewal, except that the survey results were

forwarded to Tri-State' s broker after the renewal, in November 1999.

Other criticismsraised by Ms. Raph to the underwriting of the 1999 Tri-State gpplication
included the failure of the underwriters to raise questions about the changesin the initid management
team, such as the reason for the change and any impact of the change on the company, and whether the
changes might increase therisk. Aswell, Ms. Ralph noted that on all three gpplications from 1997 to
1999, Tri-State acknowledged that it did not routingly conduct random credit checks of employees.

Underwriting concern should have been generated because employees with money problems are“a

21 The CURE sheet dso contained the following notation: “ Competition from London on
the acct. Try to stay competitive. Acct has had good loss history.”
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precursor to clams arising from fiddlity,” and may represent increased risk of theft. The fact that the
application reflected that the Tri-State director of security had complete combination and alarm codes

should aso have generated concern and response from the Great American underwriters.

According to Ms. Raph, underwriting for the 2000 renewal of Tri-Stat€' s coverage was even
more flawed. For that year, the CURE process for Tri-Stat€’ s application occurred at a convention in
Las Vegas, between Missal and Scheckton, on the convention floor. No new CURE sheet was
formulated for the 2000 renewal. Rather, the 1999 CURE sheet was used. Scheckton recalled that
“we smply signed on the bottom that he [Missal] discussed and reviewed with me for the next year
because the renewa was coming in late and there was competition on the dedl and he talked to me

about it on the convention floor.” Scheckton aso recalls noting “thet there were no losses’.

Like the underwriting for the 1999 gpplication, the underwriting for the 2000 application was
criticized by Ms. Raph for the failure to scrutinize incomplete answers to the Loss History section,
management changes, including the introduction of Basile as president, and other personnd changes.
Aswedll, it does not appear that the underwriters responded in any way to the fact that random credit
checks of employees had still not been indtituted, or that the director of security still had possession of

complete combination and down codes.

According to the trustee, both prior to and at the time of the 2000 renewal, a series of

underwriting “red flags’ were improperly ignored by Great American, invoking a duty of further inquiry,
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which was not fulfilled by Great American, including the Corestates |oss suffered by Tri-State's
predecessor, Executive Cash, for which coverage was denied, the rgjection of Tri-State for coverage
by another carrier at itsinception in 1997, the disclosure of operationd problems by the 1997 and
1999 Amsec surveys, the questions raised on the face of the Tri-State renewa gpplications, and the
fact that AMSEC, on behdf of Great American, had difficulty in scheduling a survey of Tri-State

facilitiesin 2000.

The trustee contends that the most “flagrant” of the red flags presented to Greast American was
the June 2000 article, which represented “obvious warning sgns that Tri-State was a *sinking ship’
suffering millions of dollarsin unreported losses.”  Asto the appropriate underwriting reaction to the
article, Ralph tetified that

at the very least there would have been alot of questions about what Mr. Cheda's

position with the firm was, when it ceased, whether there was a potentia for some of

these improprieties being involved with Tri-State, was it an employee or something

other, did it involve any of Tri-State' s or their customer’ s funds, whether or not Tri-

State itself was being investigated, if there was something dse related to the Cheda's

[sic] or the Tri-State customers money then there would be implications to the Great

American palicy.

Ra ph opined that an underwriter exercising sound underwriting practices would have procured
additiond information “through internd or externd sources’. She found no such invedtigative
information referenced in the underwriting file. Raph opined further that among the actions that could

have been taken were contact with law enforcement, a requirement that Tri-State’ s books be audited,

and retrievd of the civil forfeiture complaints againg the Chedas mentioned in the article.

-50-



Describing an underwriting “red flag” as*badcaly something that causes you to question”, and
is “dther the beginning of anissue or it can be anissug” Ms. Raph reflected that the follow-up
undertaken by Great American with respect to the “red flag” issueswas “minimd or cursory at best”,
with “no conclusions reached and . . . no evidence that these items were considered. . . . [calling into]
question what information really was relied upon if they were not caled to question and dlarified.” In
her report, Ms. Ralph observes that

Once the palicy isissued, the underwriter is accepting the risk and any deficiencies

based on the scope of the coverage provided at the time of issuance, unless the policy

ismodified by endorsement. The underwriter’ s failure to ask questions of incomplete

or missing information obtained during the underwriting process prior to issuance does

not relieve its respongbility to respond in accordance with policy provisons once a

clam occurs. If anything, industry practice would preclude an underwriter who

conducted his andyss thisway from later trying to avoid coverage for something he
should have learned about during the pre-sde underwriting analyss.

By these comments,?® Ms. Ralph assarts that industry practice places the burden on the insurer
to follow up with the applicant for insurance to clarify the understandings and responses of the
gpplicant, particularly where “there is a question as to whether there was an error [or] misunderstanding
of the information requested in the gpplication or some other reasons that questions in the gpplication
were answered as they were or not answered at dl.” According to Ms. Ralph, if the insurer does not
meet its burden to follow up on so-caled “red flags,” and to employ accepted underwriting practicesin

reviewing renewa gpplications, the insurer may not reasonably rely on the representations or omissons

28 | found no other reference in Ms. Ralph’ s testimony or report regarding industry
standards about the types of indications or circumstances that would place an insurer on inquiry notice
requiring an investigation, the absence or inadequacy of which would preclude reliance on the
information in the insured’ s goplication.
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in the gpplication.

Ms. Ralph's concept of indusiry standards governing an insurer’ s obligation to investigate does
not comport with the lega framework in New Jersey on the issue of the respective obligations of
insurers and insureds. In New Jersey, as between the insurer and the insured, the burden is on the
insured to provide thorough and complete information on the insurance gpplication. In First American
Title Ins. Co., the New Jersey Appellate Division explained that:

irrespective of the insurer’ sinvestigative efforts, when asked a pecific question in an

insurance application, the insured’ s obligation is to respond truthfully. Simply put, “the

prospective insured must not misrepresent or concedl information concerning risks

entailed in coverage under an insurance policy.” Consequently, even if one wereto

accept the contention that [the insurer] was negligent in failing to research the veracity

of [the gpplicant’ 5] responses, it is Smply not the law that such negligence vitiates a

later claim for misrepresentation.

351 N.J. Super. at 422, 798 A.2d at 670 (citations omitted). In Lawson,? the New Jersey Superior
Court, Appdlate Divison, rgected the argument that the insurer could not rely on the insurance
gpplication because the gpplication was incomplete, and the insurer failed to conduct its own ‘due
diligence invedtigation into the insured’ s qudifications. The court determined not only thet the

gpplication was actualy complete, but aso that the insurer’ s duty to invetigate is limited, and that “the

goplicant’ s duty to candidly fill out an insurance gpplication is not in any way abated”, whether or not an

29 On apped, the New Jersey Supreme Court affirmed the Appellate Division decision
that the legal mapractice policy at issuein the case may be rescinded asto the insured law firm and two
of its members, but reversed as to the third member, who was innocent of wrongdoing. The Supreme
Court did not address the issue of the due diligence of the insurer or its reasonable reliance on the
goplication.
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insurer performs an investigation. 1d. at 421, 798 A.2d at 669.

On theissue of theinsurer’s duty to investigate, New Jersey courts have concluded that an
insurer's duty to investigate “arises ‘ only when the independent investigation . . . discloses sufficient facts

to serioudy impair the vaue of the gpplication.” Ledley v. William Penn Life Ins. Co., 138 N.J. 627,

639, 651 A.2d 92, 97 (1995) (quoting Galagher v. New Eng. Mut. LifeIns. Co., 19 N.J. 14, 22, 114

A.2d 857 (1955)). Moreover,

[t]he mere fact that an insurer makes an investigation does not absolve the applicant
from speaking the truth nor lessen the right of the insurer to rely upon his statements,
unless the investigation discloses facts sufficient to expose the fasity of the
representations of the applicant or which are of such anature as to place upon the
insurer the duty of further inquiry.

1d. (quoting John Hancock Mut. Life Ins. Co. of Boston v. Cronin, 139 N.J.Eq. 392, 398, 51 A.2d 2,

5 (E&A 1947)). Wherethe falsity of the agpplicant’ s representations is not known by the insurer when
the policy isissued, but where the insurer is aware of “red flags’, New Jersey courts have consistently
held that the insurer’ sfailure to investigate more fully, or fallure to investigate at dl, will not vitiate the
opportunity of the insurer to reasonably rely on the presumed truthfulness of the information in the
gpplication. For ingtance, in Cronin, the insurer knew at the time of the issuance of the policy that the
gpplicant misrepresented certain information on his gpplication, including his employment status (he was
actudly unemployed but stated that he was working), and whether he drank acoholic beverages. The
fact that the insurer did not inquire further into the applicant’s medica history did not defeet the

insurer’ s opportunity to reasonably rely on the information in the gpplication. Cronin, 139 N.J.Eq. at

-53-



398,51 A.2da 5. Similarly, in Gdlagher, the insurer was not charged with a duty to inquire further
where the insurer knew that the applicant for alife insurance policy had a 70% chance of having a heart
pathology condition, and where the insurer knew that the applicant had been turned down for life

insurance by another insurance company. And in Parker Precision Products Co. v. Metropolitan Life

Ins. Co., 407 F.2d 1070 (3d Cir. 1969), the Third Circuit, interpreting New Jersey equitable rescisson
doctrine, determined that a further duty to investigate did not arise, and the insurer could reasonably
rely on the gpplication, where incons stencies between the application and a separate medica report
submitted on behdf of the gpplicant did not serioudy impair the value of “the insured' s statements.” 1d.

at 1075 (citing to Galagher).*

In arecent unpublished New Jersey Appellate Division case, Rutgers Cas. Ins. Co. v. Tabacki,

A-5303-01T5 (N.J. App. Div. April 16, 2003),* the court reversed the trid court’s denid of the

0 In Parker Precision, the court not only concluded that no duty to inquire arose under
the circumstances presented, but aso that the applicant’ s negative but false response to the question of
whether he had ever been treated for heart disease established reliance as amatter of law.

The language of the crucid interrogatory . . . is straightforward and unequivoca.
Implicit in such a question is the fact of reiance upon its answer, unless the insurer can
be shown to have disregarded it in favor of medical tests which independently and
reliably demongrated its truth. No such test was available to [the insurer] here.

Id. at 1076. Cf. Golden v. Northwestern Mutud Life Ins. Co., 229 N.J. Super. 405, 551 A.2d 1009
(App. Div. 1988) (Issues of whether insurer relied on insured' s representations rather than its own
investigation, and whether an insurer’ s response to “red flags’ was reasonable under the circumstances
arefact questionsfor thejury.)

3 While R. 1:36-3 of the New Jersey Court Rules generdly proscribes citation to
unpublished opinions by courts, the Rutgers Casualty case was cited to this court by the trustee and
(continued...)
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insurer’ s motion for summary judgment. Thetrial court declined to rescind an automobile insurance
policy on the ground that the insurer could not have reasonably relied on the insured' s atements that
the vehicle sought to be insured was used only for persond trangportation, where the insurer knew that
the vehicle was commercidly registered, where other questions regarding the vehicle s use arose, and
where the insurer could have “quickly and easily” discovered the fact that the vehicle was actualy used
for commercia purposes. 1d. a 12. The Appdllate Division remanded the case to resolve the factud
dispute of whether, by gpplicable industry standards, a prudent insurer would have conducted a further

investigation to ascertain the actua use of the vehicle.

The Rutgers case is not inconsstent with the line of cases described above, including Lawson,

Cronin, Gdlagher, and Parker Precision. In none of these cases did the factua circumstances support

the imposition of a duty to inquire on the insurer, or defeet the opportunity of the insurer to reasonably
rely on the information provided by the gpplicant. The baance in these casesis dways drawn in favor
of

the paramount duty of theinsured to fully disclose dl factsrdating to . . . the gpplication

when such information is requested. It is he and he done who has the necessary

complete knowledge of such facts, and his statements and answersin the gpplication

are the determinant qudlitative factor in the equation of insurability which the insurer has
to resolve before issuing a policy.

Gallagher, 19 N.J. at 22, 114 A.2d at 862.

3L(...continued)
served on dl counsd in response to Grest American’s motion for summary judgment, and is not utilized
here as precedentid authority.
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Here, the “red flags’ that were known by the underwriters at Great American at the time of the
1999 and 2000 renewds, either individudly or collectively, did not absolve Tri-State from responding
truthfully on the applications, did not lessen the right of Grest American to rdy on those statements, and
did not place Great American on inquiry notice to defeet its reliance on those satements. Knowing
what we know now, as amatter of 20-20 hindsight, one might piece together signs, from the inception
of insurance coverage in 1997, through the 1999 and 2000 renewals, that further inquiry by Greet
American may have been advisable, but these sgns a the time did not present a cohesive picture
affording Great American knowledge of the falsity of the representationsin the gpplication, and did not
subgtitute for the reliance Great American placed on the statements. These signs did not act to
“serioudy impair” the value of the Tri-State gpplication. See Ledley, 138 N.J. at 639, 651 A.2d 97.

As noted above, the underwriting “red flags’ described by the trustee included the following:

@ A substantial loss alleged to have been incurred by Tri-Sate’s predecessor,
Executive Cash to CoreStates in 1997, for which coverage was denied by the insurer for
Executive Cash, LIoyds of London. While Missa and Scheckton were advised about CoreStates
claim of loss againgt Executive Cash, the insurance broker from M& S, Ron Bray, described the loss as
an accounting issue which was being resolved. No claim was ever made by CoreStates againgt Tri-
State, either while it operated or after the bankruptcy wasfiled. On behdf of the trustee, Ms. Ralph
opined that because Tri-State had nearly the same management team as Executive Cash, there may be

some exposure to the new insurer arising out of the CoreStates loss. However, this hypothesis was
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unsubstantiated. Neither Tri-State nor any of its principas of Tri-State were ever implicated in

connection with CoreStates’ shortages.®

2 The regjection by Lloyds of London of coverage for the new entity in 1997. The
Great American underwriters testified that there are many reasons why an insurer may decline to extend

coverage, and that fact does not necessarily invoke heightened scrutiny of anew insurance application.

(3) Sgnificant problems noted by AMSEC after a survey of Tri-Sate’s Hammonton
facility in September 1997, with a recommendation for a follow-up investigation by AMSEC that
was not performed. The quotation for the insurance coverage issued by Great American in October
1997 was conditioned upon compliance with the survey recommendations within 60 days. If the
recommendations were not complied with, the carrier reserved the right to cancel the coverage. In
accepting the conditions, Mottin noted in writing that many of the recommendations had aready been
implemented, and the remaining issues were expected to be resolved within 60 days. Missal requested
Bray to keep him informed about the progress made by Tri-State in complying with the

recommendations. No AMSEC follow-up occurred.

3 On February 19, 2004, Danie Antolini, the owner and operator of Executive Cash,
was found guilty of bank fraud in connection with the converson of CoreStates Bank funds for his own
benefit, and for the benefit of Executive Cash, from July 1995 through May 1997. Thereis no evidence
in the record that Antolini’s conversion of Executive Cash funds impacted upon Tri-State.
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While Ms. Raph was critica about the fact that no formal follow-up to the 1997 survey
occurred, AMSEC representatives testified that they were rarely asked by insurersto follow up on risk
assessment surveys. In addition, the written exchanges between Tri-State, Bray and Missa evidence a
cooperative effort by Tri-State to correct the deficiencies identified in Tri-Stat€' s operating procedures
by the 1997 survey. Missd testified that AMSEC survey recommendations represent a* perfect world
scenario”, that would enable the insurer to “do everything and spend as much money as [one] could on
thisaccount”. The underwriter’ sjob isto tailor the survey recommendations to what is actualy

achievable,

4 Three consecutive years in which Tri-Sate showed a change in management on
itsrenewal application. Ms. Rdph opined that a change in management should generate inquiries
about the reasons for the change, the impact on operations and controls, the experience of new
management, etc. Missd responded that a wholesde change in management might raise a question, but
the departure or change of pogition of a particular officer does not raise a sgnificant underwriting issue.
In the first three applications, from 1997 to 1999, Mottin appears as president and Feuker appears as
vice president. In 2000, Basileis president, Mottin is“CEQO”, and Feuker is dtill listed asvice
presdent. Mottin and Feuker continued to be noted as significant members of the Tri-State
management team from the formation of the company in 1997 through the 2000 renewd application.
The consstency of the key members of the management team weskens significantly the satus of this

iIssueasa“red flag” that would defeet the insurer’ s reliance on the applications.
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(5)  Three consecutive years with identical answers to the issues of claims and losses
on the Tri-State renewal applications. Although both Scheckton and Missdl testified that a report of
no losses over a period of years was not unusua in the armored car business;** smple logic dictates
that identica responses on the “Loss Higtory” portion of the renewal gpplications over a period of years
would prompt aquestion to the insured to confirm the accuracy of the information that there were no
losses. Stephanie Hoboth, an underwriter in the same department at Great American, testified that
where the same answers are provided by an insured year after year, she will seek written confirmation
that the information is correct. Ms. Raph aso reflected that underwriting standards would deem
advisable the confirmation of the information provided. However, to conclude that confirmation of such
information by the underwriter may be advisable is not the same as concluding that such a circumstance

conditutes a“red flag” that would shift the burden of truthful response to the insurer to conduct an

gopropriate inquiry.

(6) Information that some time during the year 2000, Great American directed

8 The Intervening Defendants highlight the discrepancy between the testimony of Missd,
the underwriter, and the testimony of William F. Marston, Assistant Vice President and Director of
Fidelity and Crime at Great American, about another Great American insured, Soto Enterprises.
Missa tedtified that Soto Enterprises never sustained aloss over the course of severd years. In
contrast, Marston recalled that Soto Enterprises presented a claim that was paid by the company. The
focus here, however, is not whether Soto Enterprises experienced any losses. Rather, the focusison
whether the fact that the Loss History on Tri-State' s renewal applications had identica responses for
three years condtitutes a“red flag” that would place Great American on inquiry notice to defeat Great
American’s reliance on the gpplications. To the extent that the discrepancy between the testimony of
Missal and Margton reflect on the credibility of their testimony in generd, | take that into account
herein.
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AMSEC to conduct a follow-up survey of Tri-State, but that Tri-Sate did not cooperate in
scheduling a survey. Mark Lowers, the president of AMSEC, testified that as a general matter,
usudly a the beginning of the cendar year, Great American forwarded alist of risk assessment
surveys to be accomplished that year. AMSEC would then contact the respective insureds to schedule
surveys. Lowers recalled that Tri-State appeared on Great American’s planned survey list for 2000.3*
While Lowers reflected that scheduling surveysis often difficult with independent operators, and his
memory was vague about the timing of AMSEC' s scheduling attempts, he recalled a conversation with
Scheckton or Missal, which he believed occurred before June 2000, in which he shared his perception
that Tri-State was not cooperating in scheduling a survey and during which he sought their assstance to

enligt Tri-State’' s insurance broker to pressure Tri-State to schedule a survey.

| am unable to assgn much weight to the contention by the trustee that Tri-State’ sfallure to
cooperate in scheduling a survey congtituted another “red flag” that should have placed Great American
on inquiry notice. The memory of the witnesses, particularly Lowers, about the details of the contacts
with Tri-State and Great American was wesk, and there was no documentation of such contacts.
While Lowers remembers talking “briefly” to Scheckton or Missd about Tri-State€' s lack of
cooperation, he did not recal whether Great American followed up in any way with Tri-State or with
AMSEC, he did not recal whom he spoke with at Great American after the first conversation, and he

could not find any notationsin the AMSEC files about such contacts.

3 Theligt of surveys requested by Great American directed to AMSEC during the year
2000 was not located by either AMSEC or Great American.
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The “red flags’ described above cannot serve to charge Great American with knowledge of the
true facts regarding the losses at Tri-State, or the falsity of the responses of Tri-State to the “Loss
History” section of the 1999 and 2000 renewd agpplications. These indications were rlatively
inconsequentid and remote, and do not support the expert opinion offered by the trustee that the
minima or cursory condderation afforded to these matters calsinto question “what informétion redly

was relied upon if they were not cdled to question and clarified.”

The June 2000 article forwarded to the underwriters at Great American by Amsec requires
greater scrutiny. To explain Great American’s response, Scheckton reflected that when he first saw the
article on or about June 22, 2000, he was struck by the date of the article - June 10. Nearly two
weeks had passed since the article gppeared, and he had heard nothing about problems at Tri-State
until Lowers fax was received. He had no information about any arrests, and recelved no cdls or
inquiries from anyone, including Tri-State customers. According to Scheckton, the armored car
insurance community “isavery smal community and it isavery gosspy community.” Scheckton
testified that in another ingtance where an insurance policy was cancelled for non-payment, the
customersimmediately closed their accounts and moved their business®  Scheckton directed Missal to
cal Ron Bray and have him contact the owners because, as a generd matter, the broker representsthe
insured, and the insurer does not contact the insured directly. Scheckton believes that he spoke with

Mark Lowers and Bill Marston, the clams adjuster at Greast American, about whether they knew

® In fact, Scheckton noted that when Tri-State closed its doorsin February 2001, many
of the Tri-State customers cdled frantically to express their concerns.
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anything about this. They did not. He focused on the aspects of the article that stated that Tri-State

was not under investigation and that Chedawas no longer a shareholder in Tri-State.

| conclude that while the contents of the June 2000 article were sufficient to induce an inquiry
by Great American, the insurer conducted that inquiry with reasonable thoroughness under the
circumgtances. Particularly noteworthy was the fact that following the publication of the article, there
was no indication from any source of any problem or any losses a Tri-State. Rather, therewas a
direct and complete denid by Maittin, still presdent of Tri-State a the time, to the specific inquiry by
Tri-State' s broker, at the insurer’ s direction, about whether Tri-State had experienced any losses. The
trustee is certainly correct that the Great American underwriters could have investigated the veracity of
Tri-State' s responses more vigoroudy. However, even if we accept the contention, which is not
necessarily established on thisrecord, that Great American was negligent in researching the veracity of
Tri-Stat’ s response to the inquiry about the article, it issmply not the law” that such negligence vitiates
Great American’srescisson clam. Lawson, 351 N.J. Super. at 422, 798 A.2d at 670. Like the so-
caled “red flags’ described above, the receipt of the June 2000 article by Great American, which
prompted an inquiry to the insured, who denied that Tri-State suffered any losses, did not defeet the
opportunity of Great American to rely on Tri-Stat€' s representations.

Asto the broader issue of Great American’s underwriting practices, the trustee and the
Intervening Defendants describe Great American’s underwriting procedures as “reckless’ and bizarre’,
characterized by “an ad hoc amagam of ‘gut’ reaction and case-by-case decisions made without

reference to objective criteria” They highlight the faillure by Greet American to conform to industry
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norms, standards and practices to support the theory that the deficiencies defeat the reasonabl eness of

Great American’sreliance on any misrepresentationsin Tri-State's renewa applications.

| readily agree that a strong showing has been made that Great American’s underwriting
procedures were serioudy flawed. However, diligent and careful underwriting benefits the insurer and

isintended to assess, control and limit risk. See, eq., Gary Schuman, Hedth and L ife Insurance

Applications Their Rolein the Claims Review Process, 62 Der. CouNns.J. 225, 227 (1995)

(““Underwriting’ is the process that an insurer uses to determine whether, and on what basis, it will
accept an application for insurance.”). Underwriting is not intended to benefit the insured. 1d. at 225
(underwriting serves to ensure “not equa trestment of policyholders, but equitable treatment based on
the risk that applicants represent to the insurer”), and varies widely among insurers, who are free to
insure substandard risks. The trustee hasfailed to cite any New Jersey authority, nor have | found any
such source, to support the theory that an insurer who engages in poor underwriting practices may not
rescind apolicy if the insured has misrepresented materid information in the policy. See, eq., Morgan,

Olmstead, Kennedy & Gardner, Inc. v. Schipa, 585 F. Supp. 245, 249 (S.D.N.Y. 1984) (“the

defendant isin essence saying that ‘ because your negligence dlowed me to defraud you or to continue
to defraud you, you should not be alowed to recover from me to the extent that a reasonable person
would not have dlowed meto defraud him.” Such a defense is patently unfair and unjustifiable asa
matter of law.”); Jewish Center of Sussex County v. Whale, 86 N.J. 619, 626 n.1, 432 A.2d 521,524
n.1 (1981) (“Onewho engagesin fraud . . . may not urge that one’ s victim should have been more

circumspect or astute.”).
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Here, the insured cannot escape the consequences of misrepresenting material facts on the
1999 and 2000 renewd applications because the underwriting of these applicationswas flawed. In
each of the gpplications at issue here, above the Sgnature line is the following affirmation:

I/WE HEREBY DECLARE THAT THE ABOVE INFORMATION ISTRUE AND

I/WE HAVE NOT SUPPRESSED OR MISSTATED ANY MATERIAL FACTS

TO THE BEST OF MY/OUR KNOWLEDGE.
In fact, the information provided was materidly fase and the insurer actualy and reasonably relied on

the contents of the gpplication. The trustee’ s concerns about Great American’s underwriting practices

are insufficient to overcome Tri-State’ s misrepresentations on the bond renewa gpplications.

b. Pogt-L oss Underwriting.

Finaly, the trustee and the Intervening Defendants assert that the vigorous and aggressive
investigative measures employed by Great American following notice from Tri-State on or about
February 26, 2001 that Tri-State was closing its doors, al clearly designed to defeat coverage on the
policy, condtituted impermissible post-loss underwriting, which serves to confirm that Greet American
did not reasonably rely on the renewa applications, and cannot now rescind the policies. Whilethe
trustee certainly established that Great American conducted a thorough and intensive investigation of the
Tri-State loss, which was “very danted” in favor of defeating coverage on the Tri-State policy, the
trustee has not succeeded by this theory to defeat Great American’s reasonable reliance on the 1999

and 2000 renewa applications.
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Great American received direct notification about the potentid loss at Tri-State on or about
February 26, 2001, when Baslle cdled Marshd| & Sterling and notified them that customers were
claming substantia cash shortages and that Tri-State was shutting down its operations. In turn,
Marshdl & Serling notified Great American. The following day, a Great American’s request, Robert

Osborne, an AMSEC investigator, began hisinvestigation at Tri-State' s Hammonton office.

One of the firgt exchanges from AMSEC representatives to William Frank Marston, Assstant
Vice President & Great American, and the claims adjustor on the file, was afacamile transmisson
dated February 27, 2001, which attached the June 10, 2000 article. Apparently, Marston faxed the
article to Stephanie Hoboth, another underwriter at Great American with arequest that she “ please

look at prior years apps’.

Ralph tedtified that it is highly unusud to ask for underwriting information when alossis
reported, because the application would have little value in “responding to a clams stuation &t the
onst”. Thefact that the June 2000 article was sent to Marston at the outset of the investigation was
noteworthy because

[b]oth Mr. Missal and Mr. Scheckton said that the article and the information was [Sic]

not relevant to them at the time the 2000 renewa application was reviewed, but then it

became avery focd point shortly after the claim became known, and . . . [the clams

process began by] the review of the gpplications, looking at the underwriting

information in those gpplications before even there was a determination of what the
clamsissues were or what the policy would cover.
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Shortly after the AM SEC investigation began, Marston retained counsd, Dondd Wes, to
advise Great American on the clam. By March 12, about two weeks into the investigation, Scheckton
emailed a message to Great American’s reinsurer on the Tri-State policy, copying Marston and others,

that “[w]e have not yet told the trustee that we will most likely rescind the policy back to inception.”

During the next saverd months, AMSEC conducted an extengve investigation, interviewing
many former Tri-State employees, contacting law enforcement and generating a multitude of reports for
Great American.®® From the early days of the investigation, the notes of the leead AM SEC investigator,
Robert Oshorne, reved that the focus of the investigation was to find policy exclusions and grounds for
rescisson. For instance, at ameeting held during the first two or three weeks of the investigation,
Oshorne' s notes pose the questions of “wh[at] do we need estab. on behdf of Gt. Amer.”, and reflect
upon the “policy excluson issue’ and “other principles [9c] involvement in theft.” While Osborne and
his AMSEC supervisor James Begity acknowledged that quantifying the loss on aclam is cusomary, a
decison was made by Marston not to pursue the quantification of Tri-State losses. By April 6, Dondd
West, the attorney retained by Marston, forwarded a* Summary of Case’ to Marston, in which he

outlined grounds for denid of coverage, including rescisson and policy exclusion.

On June 4, 2001, Great American filed this adversary proceeding seeking declaratory judgment

to rescind the insurance policy and to declare that there was no insurance coverage. Prior to thefiling

% The AMSEC Reports were admitted for limited purposes only, and not for the truth of
the matters asserted therein.
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of the declaratory judgment action, Great American had not communicated to the trustee in any way
that there was a coverage issue on the policy. The trustee answered the complaint and filed a
counterclaim on July 16, 2001 seeking coverage under the bond, and sanctions against Great American

for bad faith denid of coverage.

On behdf of the trustee, Raph highlighted what she considered to be serious deviations from
industry standards on the adjustment of claims, and strong indications of Great American’sintention,
from the beginning, to deny the Tri-State claim. She noted that the investigators looked firgt at the
goplications before they looked at the palicy, retained lega counse at the inception of the investigation,
faled to notice the trustee of the questions being raised, determined not to attempt to quantify the loss,

and decided that rescisson was likely within two weeks of natification of the clam.

It must be recdled that when the investigation began in late February 2001, Marston and
Osborne found a very chaotic Stuation a Tri-State. The business had ceased operating, and the cash
from the few other Tri-State locations (over $19 million) was being delivered to the Hammonton
headquarters. On March 2, 2001, Mattin, the CEO of the company as of October 2000, and formerly
the president as well as the mgority shareholder, was arrested. On March 12, Feuker, dso a
shareholder and officer of the company, pled guilty to crimina chargesin federd court. AMSEC issued
itsfirgt extengve investigative report to Greet American on March 23. In light of these circumstances,
the prospect that one or more policy exclusion provisons, or rescisson of the policies, might be

available was evident from the outset. Great American was not precluded from investigating these
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meatters as aggressvely asthey did.

Again, no New Jersey authority has been cited or found for the proposition that underwriting
deficiencies prior to policy renewd, followed by aggressve post-loss investigation aimed a supporting
coverage denid, defeats the reasonable reliance eement required for equitable rescisson. In New
Jersey, the emphasisis on the obligation of the gpplicant to provide truthful and complete answersto
guestions on an insurance gpplication. While authority exists el sawhere for the propostion that “post-
clam underwriting” may weaken the opportunity of an insurer to claim reasonable reliance on

misrepresentations, in an insurance gpplication,® New Jersey case law does not support that result.

Here, under applicable New Jersey law, the designation of Great American’s post-claim
investigation as “post-loss underwriting” does not serve, either done or in conjunction with the flawed

underwriting on the 1999 and 2000 renewadls, to defeat Greet American’s reasonable reliance on the

37 The practice of “pogt-clam underwriting” occurs when an insurer issues policies

after only superficid underwriting to redlize large amounts of premium income, and then
attempts to deny coverage on the grounds of misrepresentation by engaging in
aggressive investigation of the risk after the insured makes aclam. Courts often
criticize this practice as unfair because post-clam underwriting alows an insurer to
accept income generated from questionable policies while knowing that the insurer may,
a alater date, raise inaccuracies in the application as ameans of avoiding ligbility on a
least some of the purportedly insured risk.  (citations omitted)

Franklin D. Corddl, The Private Mortoage |nsurer’ s Action for Rescission for Misrepresentation:

Limiting a Potentia Threat to Private Sector Participation in the Secondary Mortgage Market, 47
WasH. & LEe L. Rev. 587, 598 (1990).
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insured' s gpplications.

For purposes of establishing the requisite eements of equitable fraud, Great American has met
its burden to demongtrate that it actudly and reasonably relied on Tri-State€' s representationsin the
1999 and 2000 renewd applications that it had not incurred any clams, had no occurrences that could

lead to clams, and had no losses over the course of the previous five years.

4, Public Policy Condderations.

The trustee contends that even if the basic dements of equitable fraud are established on this
record, public policy consderations require the baancing of the equitiesin favor of the innocent parties
who would be negatively impacted by the rescission of the Great American policies. In Lawson, the
New Jersey Supreme Court recognized that rescission is “an equitable remedy, which properly
depends on the totality of circumstances in a given case and resides within a court’ sdiscretion.” 177

N.J. at 143, 827 A.2d at 241. The court quoted |ntertech Assocs., Inc. v. City of Paterson, 255 N.J.

Super. 52, 59, 604 A.2d 628 (App. Div. 1992) for the proposition that “‘[e]ven where grounds for
recisson exist . . . theremedy isdiscretionary.’” 1d. at 143-44, 827 A.2d at 241. The Lawson court
determined to rescind the legd malpractice coverage of the law firm which, through one of the partners,
made materid misrepresentations on its insurance gpplication, and to rescind the policy covering two of
the three partners of the firm, each of whom knew about the misrepresentation. The policy covering the

third partner, Snyder, who did not participate in any misappropriations or misstatements, and had no
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knowledge of such activities, was not rescinded. To baance the equitiesin favor of retaining in effect
the policy asto Snyder, the court consdered the fact that the law firm operated as alimited liability
partnership under the Uniform Partnership Law, N.J.SA. 42:1-1 to 49, (“UPL"),*® which shidds
partners from incurring liability arisng solely from the wrongful acts of fellow partners. 1d. at 138-40,
827 A.2d a 237-38. “[V]oiding Snyder's coverage solely because of his partners wrongful conduct
potentially would expose Snyder to uninsured ligbility in a manner incongstent with his expectations
under theUPL”. Id. at 142, 827 A.2d at 240. Aswsdll,

leav[ing] members of the public, whom Snyder had represented throughout that period,

unprotected even though the insured himself committed no fraud . . . [would be @ harsh

and sweeping result . . . contrary to the public interest. More specificdly, it would be

incong stent with the policies underlying our Rules of Court that seek to protect

consumers of lega services by requiring atorneys to maintain adequate insurance in this
Seiting.

Id. at 143, 827 A.2d at 240-41.

The determination of the Lawson court to reject rescisson of the malpractice insurance policy
in effect asto Snyder cannot be applied to the circumstances presented here. In Lawson, Snyder was
an innocent partner directly insured by the insurer. Coverage was procured for him individualy, as well
asfor the law firm asawhole. No misrepresentations were made asto him. Under the limited liability

partnership, Snyder was not responsible for the wrongdoing of his law partners.

8 The UPL wasin effect when the underlying factsin Lawson arose, but was repeded
and replaced by the Uniform Partnership Act, N.JSA. 42:1A-1to 56, L. 2000.
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In contrast, the only insured under the Great American policy was Tri-State. Customers of Tri-
State were not insured directly. Regardless of their lack of wrongdoing and reliance on the existence of

insurance coverage, the customers of Tri-State may only receive the benefit of coverage if Tri-State has

coveragein place. Asdigtinguished from the Lawson facts, where the interests of an innocent insured
and innocent consumers of lega services were presented, this circumstance is closer to “the more
typical contract casg’, Id., in which case rescisson is gppropriate where materid misrepresentations
were made by the insured, on which the insurer relied to issue coverage. It is“firmly embedded in the
jurisprudence of this State . . . (citation omitted) that a policy may be rescinded and benefits denied to
the innocent intended beneficiary based on materid misrepresentations, even when the

misrepresentations are innocent.” Palisades Safety & Ins. Assnv. Badtien, 175 N.J. 144, 151, 814

A.2d 619, 624 (2003). Implicated hereisthe “strong public policy [in New Jersey] against the

proliferation of insurance fraud.” 1d.

The trustee contends that under the “totality of circumstances’ test gpplied by the New Jersey
Supreme Court, “which incorporates concerns for innocent members of the public and the intended
protective purpose of the insurance policy”, rescisson of the insurance contract should be rejected
here. Itiscertanly true that Great American affirmatively promoted to the cash handling indudtry its
purported expertise in risk control and assessment, that Great American’s underwriters were well
aware that the purpose of Great American’s policies was to protect third-party cusomers property,
and that these customers would not do business with armored car companies like Tri-State unless an

insurer like Great American had assessed the risk and issued insurance protection for their funds. As
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wdll, Great American underwriters were aware that some state regulators required customer property
to beinsured as a matter of law. The trustee contends that in light of these circumstances, and the
protective purpose of the insurance coverage, “Great American’s underwriters should be held to a

higher than ordinary standard of due diligence in their assessment of risks like Tri-State”.

The trustee’ s contention in this regard must be rglected. The Lawson court was not focused on
the motive or extent of underwriting performed by the insurer. It focused on the innocent insured, who
was entitled under the circumstancesto retain coverage. Here, we have innocent Tri-State customers
who will not be able to look to insurance coverage to cover their losses. But Tri-State itsdf, the
insured on the palicy, forfeited its right to coverage by falling to disclose its losses over the years. The

so-cdled “public policy” exception to rescisson mudt fall.

B. Great American's Bad Faith.

In Counts Three, Six and Seven of the trustee’ s amended counterclaim, the trustee seeks
compensatory and punitive damages againgt Great American, contending that Great American
conducted its clams investigation process in a deceptive and mideading manner, and wrongfully denied

coverage to Tri-State under the policies issued.

As noted earlier, on March 2, 2001, Tri-State filed for bankruptcy, and Thomas J. Subranni,

Esquire, the Chapter 7 trustee, was appointed. Three days later, on March 5, 2001, the trustee
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provided written notice to Great American of a potentid clam “arisng from covered losses suffered by
Tri-State,” and requested advice regarding “anything ese that needs to be done regarding thisclam.”
Subranni testified that Marston met with him in early March, was very cooperative and “couldn’t do
enough to hdp me.” On March 12, the same date that the email from Scheckton to the reinsurer was
sent reflecting the prospect of contract rescisson, Marston advised Subranni in writing that a proof of
loss mugt be filed within 120 days of the discovery of the loss, acknowledging that the timeframe
“probably wouldn't be possible in this casg’, and suggesting that the trustee seek an extensonin

writing.

On April 12, 2001, the trustee requested a 90 day extension of the 120 day period to filea
proof of claim, until September 28, 2001. By letter dated April 18, 2001, Marston responded as

follows

Asfar asyou are concerned, it seemsto me that discovery [of the loss] took place on
or about March 1, 2001. That being the case, Tri-State has until July 27, 2001 to
submit the proof to us, rendering an extension unnecessary at present. If, in late June or
early duly, you il fed you will need an extenson, we can then consder the question.
The trustee followed up Marston’ s response with aletter dated April 24, 2001 seeking to designate his

request for extension until September 28, 2001 “as a continuing request.”

The first notice to the trustee that any issues had arisen regarding coverage under the Great

American policies came in the form of Great American’s complaint for declaratory judgment to rescind
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the insurance policy, filed on June 4, 2001.

The following year, on June 18, 2002, the trustee notified Marston that he was prepared to file
apreliminary proof of loss, and requested a proof of loss form. The proposd to file a“prdiminary
proof of loss’ was rgected by Great American’s counsd by letter dated June 26, 2002, with an

indication that a proof of loss was then “out of time.”

According to the trustee, the cooperative attitude evidenced by Great American toward the
trustee during the dams investigation in March, April and May 2001, and the falure of Great American
to notice the trustee of the issues which had arisen regarding coverage, were attempts by the insurer to
[ull the trustee into continuing to cooperate with Great American initsinvestigation, and to retain
unencumbered access to Tri-State witnesses and documents during the investigation. The trustee
clamsthat Great American faled to meet its duties and respongibilitiesin their handling of daims by Tri-
State in the following ways

Did not provide proper written notification of reservations of rights, including full

description of policy provisons relied upon;

Did not provide proper written declination of claims with specific reasons and policy
references,

Decided rather than to send disclamer notice that it would file suit;

Gave the trustee information that indicated that extenson for filing of proof of losswas
understandable considering the circumstances and would not be unreasonably withheld;

Despite not having provided notice of intent to deny coverage, proceeded with

-74-



investigation S0 thet it could assst in the crimind investigations and devel op the case for
denid without res sance from the insured or witnessss;

Instructed and/or alowed AMSEC to conduct an investigation with bias to find reasons
to declinetheloss,

Put the reinsurer on notice of its intent to rescind coverage on March 12, 2001, without
having provided proper written notice to insured;

Failed to properly investigate the loss by not attempting to quantify loss as directed by
Mr. Marston;

Failed to explore possihility of coverage as respects disappearance clam;

Falled to review underwriting file during investigation and prior to denid of coverage
even though information used as abass for denia was presumed to be from such file;

Failed to properly notify insured of coverage determination as provided to Great
American by Mr. West in March and April of 2001, and

Hired an attorney to oversee and direct clams investigation with an eye towards
denying the dam from the outset.

The trustee' s quest for consequences againgt Great American for the manner in which it
conducted its claim adjustment activities must fail for severd reasons. Firdt, as noted above, Great
American was entitled to conduct a vigorous investigation of the Tri-State claim, particularly in light of
the chaotic circumstances surrounding the loss, and the fact that two of Tri-Stat€' s principas faced

crimind charges within the firgt two weeks of the investigation.

Second, the trustee is certainly correct that Great American owes to itsinsureds, including Tri-

State, aduty to investigate clamsin good faith, and to communicate problems and concerns to the
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insureds asthey arise. Raph testified convincingly that industry standards require the insurer to place
the insured on notice of coverage issues to enable the insured to protect its interests from the outset.
However, Raph was not able to articulate any negative impact of Great American’s actions on the
trustee or on Tri-State’ s clam, or any specific way in which the trustee was not able to protect the
interests of the Tri-State estate. Shetedtified that the filing of the declaratory judgment complaint
instead of direct natification to the trustee was “not appropriate’ and “not equitable.” If Subranni had
been notified directly at an earlier date, “[i]t would have saved alot of time and energy and alot of
grief.” Subranni “could have taken other actions to explore those issues, whether they were founded or
not, and set a path to determine how this was going to affect his coverage.” Raph acknowledged that
Subranni consulted specia insurance counsd in late March and submitted an gpplication to retain such
counsd in early April. No specificity was provided in terms of what “other actions’ would have been
taken, or how the outcome of the claim adjustment process would have differed if the trustee had been
apprised by Great American at an earlier date, or by letter, that there were coverage issues and that
coverage would be denied.

Third, the causes of action relied on by the trustee, including violation of the New Jersey
Consumer Fraud Act (Third Count), breach of the covenant of good faith and fair dedling (Sixth
Count), and breach of fiduciary duty (Seventh Count) do not support the opportunity of the trustee to

recover againgt Great American on thisrecord. Each of these causes of action are reviewed below.

1 New Jersey Consumer Fraud Act.
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In Count 3 of his counterclaim, the trustee contends that Great American violated the
New Jersey Consumer Fraud Act. Specifically, the trustee contends that Greet American’s refusa to

pay the trustee’ s claim congtitutes an unconscionable commercial practice under N.JSA. 56:8-2.

The New Jersey Consumer Fraud Act, N.J.S.A. 56:8-1 et seqg. prohibitsthe “act, use or
employment by any person of any unconscionable commercia practice, deception, fraud, fase
pretense, fase promise, misrepresentation, or the knowing concea ment, suppression, or omission of
any materia fact with intent that others rely upon [the act] . . . in connection with the sde or
advertisement of any merchandise or red estate” N.J.SA. 56:8-2. The Act’s definition of “person”
includes business entities, N.J.S.A. 56:8-1, and under New Jersey law, it has been held “that a
corporation may qualify as aperson under the Act when it finds itsalf in a consumer oriented Stuation.”

BOC Group, Inc. v. Lummus Crest, Inc., 251 N.J. Super. 271, 277, 597 A.2d 1109, 1112 (Law Div.

1990). See dso Naporano Iron & Meta Co. v. American Crane Corp., 79 F. Supp.2d 494 (D.N.J.
1999) (corporate purchaser of crane had claim against manufacturer under the Act). New Jersey
courts have, however, “recognized the ‘ need to place reasonable limits upon the operation of the Act
despite broad statutory language so thet its enforcement properly reflects legidative intent.”” 1d.

(quoting DiBernardo v. Mosdly, 206 N.J. Super. 371, 375, 502 A.2d 1166 (App. Div. 1986)). Inthis

regard, the courts tend to focus on “the character of the transaction rather than the identity of the

purchaser.” J&R Ice Cream Corp. v. Cdifornia Smoothie Licensing Corp., 31 F.3d 1259, 1273 (3d

Cir. 1994); Electric Mobility Corp. v. Bourns Sensors/Contrals, Inc., 87 F. Supp.2d 394, 400 (D.N.J.

2000).
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The sde of an insurance policy is covered under the New Jersey Consumer Fraud Act. See

Stewart Title Guar. Co. v. Greenlands Redlty, L.L.C., 58 F. Supp.2d 370, 390 (D.N.J. 1999);

Lemeledo v. Beneficid Management Corp. of Am., 150 N.J. 255, 265, 696 A.2d 546 (1997) (“[O]ur

reading of the [NJUTPA] convinces us that the statute's language is ample enough to encompass the
sale of insurance palicies as goods and services that are marketed to consumers.”). However, for two

reasons, | conclude that the trustee does not have recourse under the Consumer Fraud Act in this case.

Firgt, the Comprehensve Employee Dishonesty, Crime and Disappearance Insurance Polices
a issue here are not the types of insurance palicies generdly “available to the public at large and sold in
large quantities” BOC Group, 251 N.J. Super. a 279, 597 A.2d at 1113. Thisisnot the typica type
of insurance purchased for the protection of an individua consumer, but rather a specidized business

oriented insurance contract. See, eg., &R Ice Cream Corp. v. Cdifornia Smoothie Licensng Corp.,

31 F.3d 1259, 1273 (3d Cir. 1994) (purchase of afranchiseis not a*“consumer oriented Situation™).

Second, even assuming that this type of insurance policy was covered by the Act, the “mere
denid of insurance benefits to which the [insured] believed they were entitled does not comprise an

unconscionable commercia practice” Van Holt v. Liberty Mut. FireIns. Co., 163 F.3d 161, 168 (3d

Cir. 1998). See aso Optica, Inc. v. Metro Public Adjustment, Inc., No. Civ.A. 03-5065, 2005 WL

1719134, *12 (D.N.J. July 21, 2005) (“The breach of an enforceable insurance contract does not

condtitute a violation of New Jersey's Consumer Fraud Act.”). “New Jersey courts that have decided
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the issue have consstently held that the payment of insurance benefits is not subject to the Consumer

Fraud Act.” 1d. See, eq., Kuhnel v. CNA Ins. Companies, 322 N.J. Super. 568, 731 A.2d 564

(App.Div. 1999), certif. denied, 163 N.J. 12, 746 A.2d 458, cert. denied, 531 U.S. 819, 121 S. Ct.
61, 148 L.Ed.2d 27 (2000) ("Theissues here involve the receipt of benefits, issues which have been

held to be beyond the scope of the CFA.").

The trustee’ s contention that Great American’srefusa to pay the trustee’s claim congtitutes an
unconscionable commercia practice under the Consumer Fraud Act is therefore not supportable under

New Jersey law. Count 3 of the trustee’ s counterclaim is dismissed.

2. Breach of Duty of Good Faith and Fair Dedling.

In Count 6 of his counterclaim, the trustee asserts that Grest American breached its
duty of good faith and fair dedling. The trustee contends that Great American falled to honor its
obligations by (1) denying clam coverage and forcing the trustee into expendve litigation; (2) falling to
provide areasonable bass for denid; (3) conducting its loss investigation in a deceptive and mideading
manner and engaging in post loss underwriting; (4) using attorneys as clams adjusters to improperly
clam privilege (5) not disclosing the results of its investigation; (6) failing to disclose the agency
relaionship between Great American and Marshdl & Sterling, Inc., and (7) utilizing ambiguous and
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deliberately mideading application forms.

The New Jersey Supreme Court has recognized that every contract in New Jersey contains an

implied covenant of good faith and fair deding. R.J. Gaydos Ins. Agency, Inc. v. National Consumer

Ins. Co., 168 N.J. 255, 773 A.2d 1132 (2001); Pickett v. Lloyd's, 131 N.J. 457, 467, 621 A.2d

445, 450 (1993). However, afortiori, an implied covenant only arises where there is a contractua
nexus between the parties. In thiscase, | have determined that Great American is entitled to rescisson
of the insurance policies a issue here. Because thereis no contractud relationship between Greet

American and the debtor, there can be no implied covenant of good faith and fair deding.

In Pickett v. Lloyd's, the New Jersey Supreme Court recognized that “[m]ost jurisdictions have

characterized a cause of action for bad-faith failure to pay an insured's clam as atort that arises out of
the implied duty of an insurance company to ded fairly and act in good faith in processing the clams of
its policyholder.” 131 N.J. a 469, 621 A.2d at 451. The Court ultimately agreed that “[a]n insurance
company’s breach of the fiduciary obligation imposed by virtue of its palicy, by itswrongful falure to

Settle, *soundsin both tort and contract,’” 1d. at 470, 621 A.2d at 452 (quoting Rova Farms Resort

Inc. v. InvestorsIns. Co., 65 N.J. 474, 504, 323 A.2d 495 (1974)), dthough it added that “the cause

of action is best understood as one that soundsin contract.” Id. To devise aremedy, the Court
adopted the “fairly debatable standard” whereby “a claimant who could not have established asa
matter of law aright to summary judgment on the substantive clam would not be entitled to assert a

clam for aninsurer’ s bad-fath refusd to pay thecdam.” 1d. at 473, 621 A.2d at 454.
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Under Pickett, the trustee would be able to assart a cause of action for Great American’s bad

fath fallure to pay hisdam if he could firg establish aright to summary judgment as to his underlying

cam. See Tarso v. Provident Insur. Co., 108 F. Supp.2d 397 (D.N.J. 2000) (because there were

genuine issues of materid fact asto underlying dam, clam for bad faith was dismissed). Here, we have
aready determined that Great American is entitled to rescisson and that the trustee' s underlying claim
for coverage has been dismissed. Because the trustee would not be entitled to summary judgment in

favor of his clam, the trustee s bad faith tort clam under Pickett isdenied. Count 6 of the trustee

counterclaim is dismissed.

3. Breach of Fduciary Duty.

In Count 7 of his counterclaim, the trustee asserts a breach of fiduciary duty. The
trustee contends that each of the Comprehensive Insurance policies sold to Tri-State created afiduciary
relationship between Great American and Tri-State. The trustee reiterates the same ligt of violations as

noted in Count 6, in which he dleged a breach of the duty of good faith and fair dedling.

Under New Jersey law, afiduciary relationship can arise between an insurer and an insured “in

gpecid circumstances.” Ellmex Congt. Co. v. Republic Ins. Co., 202 N.J. Super. 195, 206, 494 A.2d

339, 345 (App. Div. 1985), certif. denied, 103 N.J. 453, 511 A.2d 639 (1986). For example, the
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insurer may reserve the right to settle athird party daim, thusimplying afiduciary obligation. See, eq.,

Rova Farms Resort, Inc. v. Investors Ins. Co. of America, 65 N.J. 474, 492, 623 A.2d 495 (1974);

DiSdvatore v. Aetna Cas. and Sur. Co., 624 F.Supp. 541 (D.N.J. 1986). However, “[t]he mere

presence of afiduciary duty regarding one aspect of the insurance contract does not necessarily require
that such a duty govern al aspects of the agreement.” 202 N.J. Super. at 206, 494 A.2d a 345. In
the context of benefit or clam andysis, the parties are operating in the norma contractua posture, not
as principa and agent. There are only the norma contractud obligations, not those of afiduciary. Id.

See dso Kocsev. Liberty Mut. Ins. Co., 152 N.J. Super. 371, 379, 377 A.2d 1234, 1237 (Law Div.

1977) (“Certainly, an insurer's task of determining whether the insurance policy provided coverage. . .

cannot be deemed to give rise to such a duty on the part of the insurer.”).

Here we have no assertion of specia circumstances to impose afiduciary relationship between
Great American and Tri-State. In fact, even if we labeed the relationship between Great American and
Tri-State as afiduciary relaionship, that labe does not Sgnify that by its aggressve investigative efforts,
its“danted” clams adjustment processes, and its fallure to promptly dert the insured of coverage
problems, that Great American breached itsfiduciary duty to Tri-State. Such a concluson may have
been reached if Great American wrongfully denied coverage to Tri-State. However, | have determined
that Great American may properly rescind the contract with Tri-State. Aswith Count 6 above, the
rescisson of the policies sgnifies that the contractud relationship between the parties has been voided
from inception, voiding as wel any fiduciary duties that may have arisen between the parties. Count 7

of the trustee' s counterclam is dismissed.

-82-



C. Fraudulently Concedled Evidence and Spoliation.

The trustee a0 assarts two related counterclams, claiming that Great American fraudulently
conceded evidence (Count 4) and/or negligently failed to preserve evidence (Count 5). The evidence
aleged to have been conceded includes at least deven (11) emails that the trustee presumes support a
finding of coverage under the insurance policies. The trustee contends that Great American destroyed
the evidence months after the commencement of litigation between the parties, and months after

discovery requests were made by the trustee.

Asearly asMarch 12, 2001, when Scheckton informed Great American’sreinsurer of the
prospect that the Tri-State policy would be rescinded, Great American was aware of the likelihood of
litigation with Tri-State. The litigation commenced on June 4, 2001. The trustee served his document
requests on Great American to produce dl documents, including emails thet related to the insurance
policies and the trustee' s claims, on July 19, 2001. On September 28, 2001, the trustee filed amotion
to compd full and complete answers to his document request, prompting the entry of an order on
December 12, 2001 directing Great American to comply with the trustee’ s document request. No

emalils were produced in response to the order.

In 2002, the trustee deposed Donald West, and learned that he had maintained a telephone log
in connection with this case. On December 4 and 5, 2002, Great American produced Donald West's

telephone log and hislegd research file. The telephone log consisted of a steno pad with Donald
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West's handwritten list of the telephone and email contacts between himself and Great American
representatives between March 1, 2001 and June 4, 2001. The telephonelog listed deven (11) emall
messages from Dondd West to ether Frank Scheckton, William Marston and/or Sean Missal, dong
with numerous faxes that were never provided in discovery or included in Great American’s privilege
log.>® On December 11, 2002, Great American was ordered to produce the emails. Two days later,
Great American informed the court that it could not produce the emails because Donald West had
discarded his computer six months ago,*® and Great American had donated its computers to various
charities and schools* Great American aso explained that it utilized America Online (“AOL”) asits
emall provider and that AOL only saved emails for twenty-seven (27) days. Therefore, there were no
backup records of the emails. On January 7, 2003, the trustee was granted |eave to amend his

counterclam to include a count for poliation of evidence.

Under New Jersey law, spaliation and fraudulent concealment of evidence are addressed in the

39 The steno pad indicated an email from West to Scheckton and Marston on March 4,
2001. On March 5, 2001, West received an email from Scheckton and sent one back to him. West
aso received an email from Marston and spoke with him on the telephone. On March 6, 2001, West
received an email from Scheckton, Marston and Missal. He responded with an email to Scheckton
and Marston and thereafter received another email from Marston. On March 7, 2001, West received
an email from Scheckton and one from Marston. On May 20, 2001, West received an email from
Marston and then spoke to him on the telephone. He also received an email from Scheckton.

40 Donald West indicated that he purchased anew computer and printer in March 2002
when his old printer failed and he could not get a new printer competible with his old compuiter.

4 Scheckton’s computer hard drive failed in the fall of 2001 and was replaced. In
January 2002, Greaet American overhauled its computer systems, erasing the hard drives and donating
the computers to schools or charities.
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same manner. “ Spoliion, asits name implies, isan act that spoils, impairs or taints the vaue or

ussfulness of athing.” Rasenblit v. Zimmerman, 166 N.J. 391, 400, 766 A.2d 749, 754 (2001) (citing

to BLACK’sLAw DicTIONARY 1409 (7th Ed. 1999)). Inlegd parlance, “it isthe term that is used to
describe the hiding or destroying of litigation evidence, generdly by an adverse party.” 1d. at 400-01,

766 A.2d a 754 (citing to Bart S. Wilhoit, Comment, Spoliation of Evidence: The Viability of Four

Emerging Torts, 46 UCLA L.Rev. 631, 633 (1998)). See dso Swick v. The New York Times Co.,

357 N.J. Super. 371, 377, 815 A.2d 508, 511 (App. Div.), certif. denied, 176 N.J. 428, 824 A.2d
157 (2003). “Essentidly, the tort action for spoliation affords damages to a plaintiff where the spoliator
knows that litigation exigts or is probable, the spoliator willfully or negligently destroys evidence with a
design to disrupt plaintiff’s case, or where such disruption is foreseeable, plaintiff’'s caseisin fact
disrupted, and plaintiff suffers damages proximatdly caused by the spoliator'sacts.” Hewitt v. Allen

Canning Co., 321 N.J. Super. 178, 183, 728 A.2d 319, 321 (App. Div.), certif. denied, 161 N.J.

335, 736 A.2d 528 (1999). See dso Grubbsv. Knall, 376 N.J. Super. 420, 435, 870 A.2d 713,
721-22 (App. Div. 2005). The spoliator’sleve of intent is not determinative of ligbility, but affectsthe

appropriate remedy that should be applied. AetnalLife & Cas. Co. v. Imet Mason Contractors, 309

N.J. Super. 358, 368, 707 A.2d 180, 185 (App. Div. 1998). See aso Grubbs, 376 N.J. Super. at

435, 870 A.2d at 722 (“Whether the spoliator acted negligently or intentionaly does not affect the

gpoliator's liability, but merely is afactor to be consgdered when determining the appropriate remedy.”).

For acause of action under intentiona spoliation, New Jersey courts apply the principles of the
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tort of fraudulent concealment.*? To establish a cause of action under thistort, the movant must show:

(1) That defendant in the fraudulent concealment action had alegd obligation to
disclose evidence in connection with an exigting or pending litigation;

(2) That the evidence was materid to the litigation;

(3) That plaintiff could not reasonably have obtained access to the evidence from
another source;

(4) That defendant intentionaly withheld, atered or destroyed the evidence with
purpose to disrupt the litigation;

(5) Thet plaintiff was damaged in the underlying action by having to rely on an evidentid
record that did not contain the evidence defendant concealed.

Rosenblit v. Zimmerman, 166 N.J. 391, 406-07, 766 A.2d 749, 758 (2001) (citing favorably to

Vivianov. CBS, Inc., 251 N.J. Super. 113, 126, 597 A.2d 543 (App. Div. 1991), cetif. denied, 127
N.J. 565, 606 A.2d 375 (1992)). The New Jersey Supreme Court has stated that “[s]uch conduct
cannot go undeterred and unpunished and those aggrieved by it should be made whole with
compensatory damages and, if the eements of the Punitive Damages Act, N.JSA. 2A:15-5.12, are

met, punitive damages for intentiona wrongdoing.” 1d. at 407.

42 While severd courts have imposed discovery related sanctionsin response to
spoliation, there isatrend toward creating tort actions for spoliation. New Jersey courts have,
however, declined to recognize negligent spoliation of evidence as a separate tort. Gilleski v.
Community Medica Ctr., 336 N.J. Super. 646, 652, 765 A.2d 1103, 1106 (App. Div. 2001). See
aso Kolanovic v. Gida, 77 F. Supp.2d 595, 605-06 (D.N.J. 1999). Instead, they have resorted to
discovery sanctions, Kolanovic, 77 F. Supp.2d at 606 n.22; Hewitt v. Allen Canning Co., 321 N.J.
Super. 178, 728 A.2d 319 (App. Div. 1999), or to traditiona tests for negligence causes of action.
Gilleski, 336 N.J. Super. at 652, 765 A.2d at 1106; Swick, 357 N.J. Super. at 378, 815 A.2d at 512.
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Here, there are sufficient facts to conclude that the first three eements of the tort of fraudulent
concealment have been established. Great American had alegd obligation to disclose evidence to the
trustee in connection with the pending litigation, evidence dedling with the manner in which the dlam
was being adjudicated was materid to the litigation, and the trustee had no other accessto the
information. Asto the fourth ement, one could readily surmise that Great American intentionaly
destroyed the emails, since the eimination of both Great American’s and Dondd West's dectronic
records, in away that precluded retrieval of the records, appears to be more than coincidenta.
Buttressing the finding that Grest American intentiondly destroyed the emails is the fact that Marston,
the only person a Great American charged with adjusting the Tri-State clam, maintained no filein
connection with the claim, relying exclusvely on the AMSEC written reports as his written record.
Notwithstanding the fact that the Tri-State clam was the largest claim he ever adjusted at Great
American, he maintained no internd notes, no hard copies of emals, and no copies of written
communications, either sent or recaived. Raph confirmed that it is highly unusud for aclams adjuster

not to maintain afile on the conduct and progress of the clams process.

While the firgt four elements of fraudulent concedlment may be established on this record, the
last dement, requiring a demongration that the complaining party was damaged in the underlying action
by the concealment, has not been established. In light of the determination that the policies in question
have been rescinded, one can only speculate about how the trustee was damaged by having to rely on
an evidentid record that did not contain the evidence defendant concealed. As described above, the

evidential record established that the 1999 and 2000 Tri-State renewal applications contained materia
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misrepresentations about past 1osses and occurrences which could lead to claims, on which Great
American reasonably relied to issue renewd policies. | do not know, nor can | reasonably infer from
this record, how information developed in March 2001 and beyond by Great American might have

shed positive light on Tri-State' s defenses to the rescisson of the Great American policies.

The same istrue of the trustee' s assertion regarding the negligent concealment of evidence by
Great American. The trustee contends that Greaet American negligently falled to maintain adequate
records by (1) erasing its computers hard drives and donating them without saving backup copies of
emals, (2) usng AOL asitsemail provider even though the provider erases dl emails after
goproximatdy amonth; (3) falling to maintain any copies of the emailslisted on Dondd West's
telephone log prior to digposing of his computer; (4) falling to ingruct its employees to maintain copies
of emails after Great American determined to deny coverage, and (5) faling to enact any type of
company wide policy to preserve clams related documents. A cause of action based on negligence
requires the demondtration of an injury to the plaintiff proximately caused by the defendant’ s breach.

Gillespie, 765 A.2d 1106. No articulated injury to the plaintiff has been shown.

For these reasons, Counts 4 and 5 of the trustee’ s Second Amended Counterclaim are

dismissed.

[1l. Conclusion
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To recap, | conclude that Great American’s quest to rescind the 1997 and 1998 policiesis
dismissed without prejudice because the trustee is not seeking to recover from the insurer pursuant to
those policies. Great American is entitled to rescind the 1999 and 2000 policies based on equitable

fraud principles.

Asto the truste€' s counterclaim:

Q) Count 1 seeking a declaratory judgment that coverage existsis denied because
| have determined that Great American is entitled to rescission.

2 Count 2 seeking damages for breach of contract is denied for the same reason.

3 Count 3 asserting a cause of action under the New Jersey Consumer Fraud Act
is denied because () it is not the type insurance policy intended to be protected by the
Act and (b) the mere denid of benefits sought by the insured does not congtitute an
unconscionable commercid practice.

4 Count 4, asserting that Great American fraudulently concedled evidence, is
dismissed because the trustee has failed to show that it was damaged in the underlying
action by the concedlment.

) Count 5, asserting that Great American negligently failed to preserve evidence,
is dismissed because the trustee has failed to show that it was damaged in the
underlying action by the negligent conceal ment.

(6) Count 6, assarting that Great American breached a duty of good faith and fair
dedling, is dismissed because | have concluded that Great American is entitled to
rescisson.

@) Count 7, asserting abreach of fiduciary duty, is dismissed because (a) the
trustee has failed to etablish that afiduciary relationship existed, (b) in the event that
such aduty did exist, Great American’'s aggressive post clam investigation did not
violate that duty, and (c) | have concluded that Great American is entitled to rescisson,
which would void any fiduciary duties that may have arisen.

Haintiff’s counsd is directed to submit aform of judgment consstent with this opinion
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Dated: October 3, 2005 /9 Judith H. Wizmur

JUDITH H. WIZMUR
CHIEF U.S. BANKRUPTCY JUDGE
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